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has been replete with suggested mod- 

ifications in accounting and financial 
reporting to overcome the effects of chang- 
ing price levels. The tenor of most of such 
writings has been that ‘‘something must be 
done” to make accounting results more 
meaningful, more useful, and less mis- 
leading. There have been widely varying 
remedies suggested, from sweeping over- 
hauls of fundamental approaches to ada- 
mant adherence to the status quo. This 
article is an attempt to delineate the rea- 
soning underlying the security analysts’ 
negative attitudes toward proposed price 
level adjustments to financial statements. 
This study is based upon a survey of exist- 
ing investment literature plus interviews 
with fifty-one security analysts in New 
York and Chicago and the scrutiny of 123 
of their written analytical reports. 

When the price level was relatively 
stable, reported income was a meaningful 
mirror of over-all increments in business 
resources (i.e., increases in cash, in inven- 
tory quantities, in units of plant and 
equipment). But the dramatic loss in the 
purchasing power of the dollar seems to 
have brought about a troublesome prob- 


I; RECENT YEARS accounting literature 


* The author is grateful for assistance received from 
Professor William J. Vatter of the University of Chi- 
cago, who read this paper prior to its publication. 
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lem; reported income is no longer the 
meaningful figure it once was. That is, the 
increments in assets reflected by reported 
income are often the same inventory quan- 
tities and the same or similar types of 
plant and equipment carried at higher 
dollar valuations. Thus “accounting” in- 
come differs from so-called “‘true,”’ “real,” 
or “economic” income. 

The two leading approaches in depar- 
tures from a historical cost basis of deter- 
mining income are (a) that replacement 
costs should be charged against revenue or 
(b) that all historical costs which are to be 
matched against revenue should be ad- 
justed on some common dollar basis so 
that all revenue and expenses may be ex- 
pressed in dollars of the same (usually 
current) purchasing power. The propo- 
nents of the latter approach are not in 
agreement as to whether general price 
indexes or specific price indexes should be 
used in adjustments of historical dollar 
costs. 

The price level dispute becomes the 
most vivid in the area of fixed asset ac- 
counting. It is self-evident that in capital 
goods industries, depreciation is almost al- 
ways a significant amount. But even where 
depreciation is a small fraction of total 
expenses, it may be an important figure in 
comparison to net income. 


| 
| 
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THE SECURITY ANALYST’S APPROACH 

A survey of the existing literature on in- 
vestment analysis, plus scrutiny of 123 
written analytical reports, and the collec- 
tion of the opinions of 51 analysts in trust 
departments of banks, investment counsel- 
ing firms, underwriting houses, insurance 
companies, investment trusts, brokerage 
houses, and investment research firms in 
New York City and Chicago have yielded 
some indications of the major uses of ac- 
counting information by security analysts. 
These findings have focused the spotlight 
on some accounting procedures and pres- 
entations which need appraisal. 

Although the topics discussed in the 
interviews and in the analysts’ written re- 
ports were many and varied, the specific 
passages from written reports and the 
quotations from personal interviews which 
are reproduced below were scrupulously 
chosen in order to reflect the views and the 
procedures of the analysts as a group. The 
following is a summary of the financial 
analysts’ approach to financial data: 

1. Analysts study financial statements 
from a comparative point of view. They 
look for trends and changes in major 
items. Comparisons are made between 
years, between products, and between 
similar firms. The primary reason for 
analyzing quantitative data is to secure 
clues as to future performance. Figures 
are condensed. Anything under $100,000 
(and sometimes $1 million) is generally 
regarded as insignificant. 

2. The income statement is regarded 
as the most important reflector of the op- 
erations of the firm. There is a definite 
tendency to think in terms of “normal 
earning power,” but all components of the 
statement are examined carefully. The 
leading items of interest include sales and 
sales breakdowns; cost of goods sold, in- 
ventory valuations, and gross margin; 
operating expenses such as research, long- 
term rentals, and depreciation; non-recur- 


ring items; foreign operations; income 
taxes; and net income. The most inm- 
portant ratio is considered to be the per- 
cent of net operating profit before income 
taxes to sales. 

3. The analysts’ concern with the 
balance sheet centers about the current 
working capital position and the capitali- 
zation structure. Analysts look for an ade- 
quate current position. They scrutinize 
the capitalization structure and any trends 
therein. Ratios most often employed are 
the current ratio and percentage break- 
downs of capitalization structures (by 
book values and market values). Reserves 
are scanned and reclassified where it is 
deemed necessary. 4. Analysts are very 
much interested in sources and applica- 
tions of funds. If funds statements are not 
included in corporate annual reports, 
analysts either draft make-shift funds 
statements or analyze comparative bal- 
ance sheets in such a way that their 
written words amount to a funds flow 
analysis.1 Almost every written analysis 
contains an estimate of sources and ap- 
plications of funds over the past five to 
seven years, and an estimate of fund flow 
for at least one year in advance. 

The analyst emphasizes the flow of 
funds because it offers the clearest quanti- 
tative insight into the financial policies of 
the firm and the future outlook for divi- 
dends. Consequently it appears from the 
uses of quantitative data by analysts that 
the funds statement ranks a close second 


1 Anton’s study of about 200 companies’ annual re- 
ports to stockholders reveals: “Again we should note 
that reporting to stockholders on a funds basis varies 
proportionately tosize. One in every three large compa- 
nies presents fundsstatements to stockholders regularly. 
One in four for the medium sized companies, and only 
one in twenty for the small companies.” Hector R. 
Anton, “Funds Statement Practices in the United 
States and Canada,” Tue AccounTinc Review, Oc- 
tober, 1954, p. 622. See also American Institute of 
Accountants, “Accounting Trends and Techniques,” 
Seventh Annual Survey, New York, 1953, pp. 37, 40. 
In the latter survey only 89 of 600 companies, or 14.8%, 
published funds statements. 
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to the income statement in utility, and 
that the balance sheet is a lagging third. 

The “fund flow” thinking of the analyst 
is exemplified by his treatment of fixed 
assets. The balance sheet values of fixed 
assets are all but ignored. Attention is 
concentrated upon capital expenditures 
over the past five to seven years and, even 
more important, upon planned capital 
expenditures. The sources of the funds 
for capital expenditures and for working 
capital requirements are also estimated. 
The probable impact of capital expendi- 
tures on financial position, sales, earnings, 
and dividends is invariably discussed by 
analysts in their written reports. 


Price Level Adjustments 


When one considers the abundance of 
literature which has been produced in 
recent years concerning the impact of 
changing price levels, the most startling 
discovery in this investigation has been 
the united stand of security analysts 
against ‘‘tampering’ with conventional 
financial statements by applications of 
price-level adjustments. Not one analyst 
who was interviewed attempts to adjust 
statements for price level changes. On 
the contrary, analysts seem to think in 
terms of current dollars. The probable in- 
fluence of the changing purchasing power 
of a 1938 dollar and a 1954 dollar is not 
considered to be relevant in analyzing 
specific financial data. The general atti- 
tude toward formal price level adjustments 
was succinctly summarized by one promi- 
nent analyst who stated, “‘Price level? Oh, 


I suppose we plus or minus mentally for 


Depreciation Data 


The analysts’ treatment of depreciation 
data is significant because it indicates why 
price level adjustments are considered to 
be irrelevant. 

As a passing comment in this discussion, 
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it is noteworthy that the analysts are not 
very precise when they refer to deprecia- 
tion and amortization charges. Sentences 
such as the following are found frequently 
in analysts’ reports: “Except for 1958, 
amortization and depreciation alone 
should generate substantially more than 
enough cash to meet all maturities of the 
present funded debt.” 

To speak of depreciation charges as if 
such allocations of original cost generate 
cash is not too far-fetched if it always is 
kept in mind that such a notion is merely 
a short-cut calculation which is related to 
the ultimate source—funds received from 
the sale of goods to customers. However, 
sentences such as the one quoted above, 
and verbal comments by analysts lead 
this writer to wonder if there is a danger 
that some investors tend to believe that 
depreciation charges themselves generate 
cash. Such indications point toward the 
obligation of education in accounting and 
finance to clarify seemingly hazy thinking 
about the relationship between deprecia- 
tion accounting and funds provided by 
customers. 

Disregarding the difficulties of termi- 
nology, analysts’ ideas about depreciation 
reveal a definite pattern of thinking which 
points toward the reasons for their aver- 
sion toward price level adjustments.’ 
Notice in the following excerpt from an 
analyst’s probing of Company A the tend- 
ency (a) to think of depreciation as a 


? Benjamin Graham and David Dodd, Security 
Analysis (3rd ed.; New York: McGraw-Hill, Inc., 1951), 
p. 130, refer to the problem of charging depreciation at 
other than original cost as follows: “From the stand- 
point of security analysis there may not be much dif- 
ference involved in accepting either the original cost 
or a higher replacement cost as the basic value against 
which depreciation should be allowed. The higher- 
replacement-cost basis would result in decreasing the 
computed earnings in a given year, because of larger 
depreciation; but it would result, also, in increasing the 
assumed economic value of the assets—i. e., the book 
value of the stock. If both factors are given proper 
weight in arriving at a fair appraisal of a stock issue, 
the changes fawehied are likely to offset each other to 
a great extent.” 
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cash flow® and (b) to relate depreciation 
and amortization either to the debts which 
arose from capital expenditures or to new 
expenditures on plant or both. A similar 
analytical approach is illustrated in the 
five excerpts which follow this analysis of 
Company A. All of these excerpts have 
been chosen because they exemplify the 
typical analytical techniques with respect to 
depreciation charges. The Company A ex- 


Its cash flow from depreciation and amortiza- 
tion is now running at about $60 million an- 
nually. ... 

Company C continues its capital expansion 
program which is very large in terms of dollars 
and even quite large in terms of Company C it- 
self (10-12% of gross plant). Specifically, capital 
expenditures in 1953 were approximately $65 mil- 
lion. We estimate that expenditures for 1954 may 
be $65-$75 million.... Most of the required 
funds are coming from depreciation, including ac- 
celerated depreciation not allowable for income 


ample follows: tax purposes. . . . We estimate that Company C’s 
Debt Maturities Estimated Amortization and Depreciation 
(Millions) Minimum Optional Depreciation Amortization Total 
aturity 
$11.2 $ — $16.6 $12.5 $29.1 2.6X 
12.0 22.8 13.5 36.3 3.0 
(all details as above through 1959 as follows) 
8.3 10.4 2:5 16.1 18.6 2:2 


Amortization and depreciation alone should generate sufficient cash to meet all obligations of the present debt 


through 1959. 


Notice the linking of depreciation with 
capital expenditures in the following 
excerpt from an analysis of Company B: 


We understand that the bulk of the $125 
million loan will be taken down this year. This 
company’s large expansion and modernization 
program may well require $50 million for plant 
and facilities in both 1954 and 1955. Depreciation 
provision for 1954 is estimated at about $28 mil- 
lion including roughly $7.5 million accelerated 
depreciation unallowable for FIT purposes. If the 
Revenue Act is changed in line with present sug- 
gestions, Company B may take the maximum 
allowable—probably equal to roughly its present 
provision. In any case, Company B’s plant and 
equipment expenditures will probably exceed 
depreciation by a total of about $50 million over 
the next two years. 


A further illustration of the analyst’s 
approach to depreciation is found in the 
following excerpt from an analysis of 
Company C: 


Jeremy C. Jenks, “Projecting Corporate Earnings,” 
The Analysis Journal, February, 1953, p. 101, refers 
to depreciation in the following terms: “By 1954 or 
1955 Monsanto and most other leading chemical com- 
panies may be generating more cash from depreciation, 
amortization, and retained earnings than 
will be needed for new plants, and accordingly, funds 
will then be available to reduce debt or for other pur- 
poses.”? 


total depreciation provision in 1954 will be $60- 
$65 million. 


The following passage from an analysis 
of Company D again exemplifies the 
analysts’ inferences from depreciation 
data: 


For the five year-ends 1952-48, cash and treas- 
uries averaged 112% of total current liabilities. 
At 12/31/53 this ratio was 110.2%. Deprecia- 
tion, amortization, and retained earnings are in- 
dicated to be sufficiently sizable to handle the 
construction program this year without any ma- 
terial diminution of the very good cash assets to 
total current liabilities ratio. In the five years 
1952-48, depreciation and retained earnings 
averaged $5.7 million, as compared with plant 
construction of $5.0 million per annum. De- 
preciation and retained earnings grew to $6.2 
million in 1953, and are likely to be larger in 1954. 


The following excerpt again illustrates 
the tendency to relate depreciation charges 
with debt retirement. This paragraph is 
taken from a comparative analysis of the 
aluminum industry: 

Although depreciation and amortization 
charges will be heavy during the next five years, 
the fact that they will generate large cash earn- 
ings will facilitate orderly and rapid retirement of 
debt incurred to finance the expansion program. 
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Alcoa, for instance, estimates that the company 
will accumulate enough cash through 1958 to 
permit the retirement of almost $300 million of 
senior obligations. 


The application of ‘‘depreciation funds” 
to plant outlays is further illustrated in the 
following passage from an analysis of 
Company E: 

iDepreciation, amortization and retained earn- 
ings are now indicated to be sufficiently sizable 
to handle presently authorized construction this 
year and next with only a moderate decrease of 
the excellent cash assets to total current liabili- 
ties ratio. In the five years 1953-49 depreciation 
and retained earnings averaged $3.3 million, ris- 
ing to $3.9 million in 1953, as compared with 
average annual plant building of $7.6 million. 
This year depreciation, amortization, and re- 
tained earnings are rising to an estimated $5.6 
million, about in line with reported building au- 
thorizations. 


ANALYSTS’ REASONING 


The techniques indicated above with 
respect to depreciation, plus a unanimous 
aversion to index-number or replacement 
cost adjustments to historical cost meth- 
ods of determining income, lead to specula- 
tion concerning the security analyst’s con- 
cept of income. 

If one attempts to apply the problems 
of changing price levels to the work of the 
analysts, he will find that the problems do 
not exist, at least directly in their minds 
or in the way that they deal with financial 
data. The analyst evidently divides the 
revenue inflow from customers as if 
depreciation were that portion of revenue 
set aside for the purpose of capital expend- 
itures. 

A table of the analyst’s approach to the 
income statement could be drawn as fol- 
lows: 

TABLE I 


ANALysts OF INCOME STATEMENT 
bas iva current expenses paid or to be paid. 


Wiese depreciation (to be spent either in payment of 

} debts arising from past fixed asset outlays or 

U for current fixed asset outlays). 

E . residual (for dividends, expansion, more work- 
ing capital, payment of long-term debts). 


Thus the analyst’s attitude toward in- 
come determination leans toward the fol- 
lowing reasoning. Income is the difference 
between revenue from customers and the 
current costs of obtaining the revenue 
(materials, wages, utilities, advertising). 
Then the depreciation allocation is sepa- 
rated from this difference and should be 
devoted to capital expenditures or to the 
payment of debts arising from prior capital 
expenditures. (Depreciation is “some- 
thing special” which is related to fixed 
asset outlays.)' The residual is available 
for dividends, further capital expenditures, 
payment of long-term debt, or expansion 
of working capital. Earnings as reported 
under conventional accounting, therefore, 
do not connote distributable earnings and 
are not thought of as such. 

The analyst is almost constantly think- 
ing in terms of current dollars. As Table I 
indicates, revenue is in terms of current 
dollars, as are current expenses (with some 
exceptions in the case of wildly fluctuating 
raw material prices coupled with Fifo in- 
ventory methods). After the current ex- 
penses are funneled off, the difference is 
“‘what’s left” of revenue (current dollars). 
A portion of this difference is considered 


4 John Ferguson, Jr., “Corporate Income Accounts,” 
The Analysis Journal, February, 1948, p. 11, states: 
“Although a depreciation charge is not a cash outlay 
but merely a bookkeeping entry, it is a means by which 
a portion of current cash earnings may be conserved to 
replace that portion of a capital asset worn out during 
the period.” (Italics supplied.) 

5 Graham and Dodd, Op. cit., p. 147, lend support 
to this kind of thinking with their concept of expended 
depreciation: ‘It may be proper to reduce depreciation 
to a figure approximating the average annual expendi- 
ture on plant additions and re ments over, say, ten 
to fifteen years in the past (‘expended depreciation’). 
. .. The difference would then represent sums in addi- 
tion to the surplus earnings which had flowed into 
working capital and thus presumably had been ‘realized’ 
for the benefit of pres ...It (expended de- 
preciation) is found by subtracting the decrease in net 
plant account from the total depreciation charges for 
the period. . . . More simply, the ‘unexpended depreci- 
ation’ for a period is equal to the decrease in the net 
plant account during that period. (Substantial sales of 
property or write-downs charged to surplus would 
aoe be added back to plant in making this calcu- 
ation.)” 
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to be “recovery” of past fixed asset out- 
lays and is (or should be) devoted to pay- 
ing off the long-term debt which arose from 
prior expenditures or else applied to main- 
taining or enhancing physical capacity. 
The final difference (residual) might be 
used in a variety of ways as indicated on 
the chart. 

This approach of the analyst, then, does 
emphasize current dollars, and problems of 
the price level do not appear ominous to 
him. Consequently, he would be dismayed 
by attempts to recast the dollar into some 
other “adjusted” counter which might be 
meaningless or confusing in its applica- 
tion. Thus, as long as the analyst—and 
nearly everyone else—still thinks in terms 
of dollars (i.e., today’s dollar—a dollar is a 
dollar is a dollar) the attempt to adjust 
the dollar via index numbers or some 
pseudo-replacement values merely offers a 
fuzzy concept in place of a workable, use- 
ful, and significant concept. Of course, if 
the purchasing power of the dollar even- 
tually evaporates to the stage where peo- 
ple (and analysts) think of the dollar only 
in terms of the things it can buy, then the 
dollar concept will no longer be workable, 
useful, or significant. 

It is not intended to imply that the 
analyst does not keep in mind the value of 
the dollar in terms of the economic back- 
drop. The intelligent investor realizes that 
reported earnings are not distributable 
earnings. He is aware that simple replace- 
ment of productive facilities requires more 
dollars than are being “generated” by 
depreciation charges. So his analysis 
emphasizes the impact of capital ex- 
penditure requirements upon future earn- 
ings and dividend-paying potentialities. 
After all, from the investor’s vantage 
point, distributable earnings are earnings 
to be paid ow in the form of dividends.® 


* H. C. Greer and E. B. Wilcox, “The Case Against 
Price Level Adjustments in Income Determination,” 
Journal of Accountancy, December, 1950, p. 503, have 


And in the valuation of securities prob- 
ably one of the factors explaining the 
historically weak-price-earnings ratios (of 
1947-1949) is that needs for capital out- 
lays reduced dividend payout possibilities, 
This, then, is the “plus” or “‘minus” that 
the analyst applies in his allowance for 
price level changes. 

Furthermore, when an analyst examines 
depreciation charges, he tends to appraise 
the amount of depreciation in terms of its 
“adequacy.” In other words, depreciation 
sometimes is “inadequate” if the price 
level has changed substantially so that the 
depreciation amounts being charged are 
now insufficient to meet capital replace- 
ment demands. Certainly this is an ex- 
ample of how the analyst is cognizant of 
the changing price level. It also indicates 
the pattern of the analyst’s thoughts con- 
cerning depreciation as that part of the 
current inflow of funds from customers 
that is or should be earmarked for capital 
expenditures. 


SUMMARY AND CONCLUSIONS 
Fund Flows 


It has been shown that analysts think of 
the operating statement in terms of fund 
flows of current dollars. It has also been 
pointed out that the analysis of balance 
sheets is chiefly concerned with the inter- 
relationships of fund flows with respect to 
working capital needs, plant and equip- 


the following comments upon the purchasing-power- 
unit: “It follows even more forcefully that the pur- 
chasing-power-unit-proposal offers little if any signifi- 
cance as to the financial ability of a company to pay 
dividends. For the immediate future this is a financial 
problem, and for the longer-range future, while it is 
related to earning power, the uncertainties become 
greater. Other factors, quite unrelated to income de- 
termination, affect long-range dividend prospects. A 
company exploiting a wasting asset will pay more than 
its earnings, and an expanding company will pay less. 
Markets, price trends, trade position, manage’ 
competence, and other intangibles and incommensu- 
rables are so vital that the proposed adjustment of costs 
is either not significant, or becomes misleading to the 
extent that significance is attached to it.” ° 
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Security Analysts and the Price Level 


ment expenditures, capitalization struc- 
ture, and dividend policies. 

Since the analyst finds a funds flow ap- 
proach useful in examining both operating 
statements and balance sheeets, it is evi- 
dent that a detailed funds statement 
should be supplied in annual reports. The 
funds statements that now appear in a 
few annual reports should be universally 
adopted as a part of the following trio of 
“must” presentations: (a) report of opera- 
tions and reconciliation of retained earn- 
ings, (b) statement of funds, and (c) bal- 
ance sheet. Also desirable would be a 
comparative statement of capital expendi- 
tures for the past five to seven years.’ 

From the analyst’s standpoint a state- 
ment of funds outranks the balance sheet 
in importance. The implication for ac- 
countants here is that much investigation 
into the area of the form and content of 
the funds statement is necessary. There 
has been a good deal of probing into the 
question in the past decade, and it is ap- 
parent that accounting education and re- 
search should devote more emphasis to the 
preparation and presentation of funds 
statements. Standards or working rules 
need to be formulated so that funds state- 
ments might be prepared upon some sound 
and uniform basis (much like present 
balance sheets and operating statements). 

Some accountants tend to regard the 
funds statement as a sort of black sheep 
that is supposed to relate somehow the 
woefully overemphasized “net income” 
figure with the major changes in the 
~¥ Considering the “funds flow” approach of the 
analyst with respect to the report of operations, ideally 
one might maintain that the latter is merely a support- 
ing schedule which is tied in with the master statement 
of funds. See William J. Vatter, The Fund Theory of 
Accounting and Its Implications for Financial Reports 
(Chicago: University of Chicago Press, 1947), Chapters 


VI and VII, for examples of the potentialities of fund 
statement reporting. 
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balance sheet items. It is time that the 
funds statement be recognized as a valu- 
able part of the financial reporting family. 
Such a statement, drafted with full cogni- 
zance of its uses and limitations, might aid 
considerably in solving some vexing an- 
alytical problems. It might serve much 
better than price level adjustments to ful- 
fill the needs and wants of those who use 
the data that accountants are expected to 
supply in financial reports. 


Adjustments for Changing Price Levels 


Ideally financial statements must be 
constructed for maximum usefulness. 
Moreover, usefulness requires unambigu- 
ous explanations and terminology, and in- 
formation which is not misleading. That 
is why further disclosure and amplified 
descriptions are the most pressing prob- 
lems of published financial reporting to- 
day.® 

Judgment as to usefulness is made ulti- 
mately by the user, not the producer. The 
analyst is the primary user of published 
financial statements. He represents dollar- 
wise, probably a very large percentage of 
existing investment capital. His negative 
reactions to price level adjustments, and 
the underlying reasons therefor, deserve 
much more recognition and scrutiny than 
they have received thus far. Analysts’ 
opinions and procedures offer a source of 
valuable information that as yet has been 
tapped only lightly. Research in account- 
ancy with respect to the serving of in- 
vestors should give greater heed to the 
analyst and should give weight to his posi- 
tion in setting standards for financial re- 
porting. 

* See the annual reports of the Committee on Cor- 
porate Information, The National Federation of Fi- 


nancial Analysts Societies, published yearly since 1949 
in issues of The Analysts Journal. 
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SOME NOTES OF RESERVATION ON 
THE USE OF SAMPLING TABLES 
IN AUDITING 


RoBERT J. MONTEVERDE* 


ANY of the reported applications of 
statistical methods to auditing 
situations have involved accept- 

ance sampling, a technique which has 
found its most fruitful expression in the 
area of industrial quality control.’ How- 
ever, even though most of the literature 
reports favorably on acceptance sampling 
adaptations, recent thinking indicates 
some important limitations on this ap- 
proach and the consequent need for more 
flexible methods. 

Acceptance sampling is fundamentally a 
special adaptation of general principles of 
probability and statistical analysis to the 
problem of economically inspecting the 
quality of industrial products. Various 
tables have been made generally available 
for the purpose of facilitating the applica- 
tion of these methods; but these tables rep- 
resent an even further specialization of 
the general field of statistics. This special- 
ization needs to be considered before the 
use of acceptance sampling tables is ex- 
tended to the accounting-auditing area, 
or before inferences are drawn concerning 
the extension of the general modes of 
statistical reasoning and analysis to this 
field. 

* Mr. Monteverde is on the staff of Touche, Niven, 
Bailey & Smart. The research underlying this article is 
part of a broader study of the application of statistical 
techniques to accounting and auditing being carried on 
at the Graduate School of Industrial Administration, 
Carnegie Institute of Technology. 

The author wishes to acknowledge the criticism and 
advice of Dr. R. M. Cyert and Professor W. W. Cooper, 
Carnegie Institute of Technology, and Robert M. True- 
blood, Touche, Niven, Bailey & Smart, in the prepara- 
tion of this paper. 

1 Robert M. Trueblood and R. J. Monteverde, “A 
Bibliography on the Application of Statistical Methods 


to Accounting and Auditing,” THe Acceuntinc RE- 
view, V. 29, No. 2, pp. 251-253. 


It should perhaps be noted at the outset 
that a good deal can be done in the way of 
extending the methods of acceptance sam- 
pling and adapting presently prepared 
tables to uses which were not envisioned 
at the time of their original preparation. 
Such extensions are likely, however, to 
require considerable skill and experience, 
and recourse at least to supplementary 
statistical tools and fundamental aspects 
of statistical reasoning. Once such exten- 
sions have been made, it may be possible 
to reduce the procedures to an easy 
routine. Neither accounting nor auditing, 
however, seem to be likely candidates for 
such routine applications, because of the 
many subtle interlinkages of accounting 
data and systems which do not permit 
compartmentalization of problems such as 
is possible in the usual quality control ap- 
proach to acceptance sampling. 


SOME STATISTICAL TERMINOLOGY 


Because of the increasing interest that is 
being attached to possible applications of 
acceptance sampling to accounting and 
auditing, it seems worthwhile to attempt 
an evaluation of the more important pre- 
pared sampling tables that are now avail- 
able. Confusion will be avoided if this 
evaluation is confined to the strict text 
and accompanying discussions that are to 
be found in. these tables and similar 
sources, such as the numerous handbooks 
and texts that are available on the sub- 
ject.2 That is, no allowance will be made 
for the fact that alternative or supple- 
mentary statistical methods might pos- 


2 Tbid. 
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sibly be used by a professional statistician 
to adapt or supplant the methods sug- 
gested in these handbooks or tables when 
such methods are, in themselves, unsatis- 
factory. 

Clarification will be secured in the 
succeeding discussion if, at this point, an 
effort is made to define commonly em- 
ployed terms of acceptance sampling in 
non-technical language. In acceptance 
sampling, a sampling method, an ap- 
propriate sample size, and a decision (ac- 
tion) rule are prescribed, before the sample 
is drawn, in accordance with certain 
postulated quality and risk criteria. The 
commonly used quality criteria are: 

1. The Acceptable Quality Level (AQL) 
is the lowest level of quality (highest 
percent of defectives) which is re- 
garded as being satisfactory. 

2. The Lot Tolerance Per Cent Defec- 
tive (LTPD) is the highest level of 
quality (lowest per cent of defectives) 
which defines unsatisfactory lots of 
material being inspected. For ex- 
ample, a buyer may stipulate that 
lots of merchandise in which 3 per 
cent or less of the items are defective 
will be acceptable, and lots of 
merchandise in which 6 per cent or 
more of the items are defective will 
not be acceptable. In this case, 3 per 
cent is the Acceptable Quality Level 
(AQL) and 6 per cent is the Lot Tol- 
erance Per Cent Defective (LTPD). 

3. The Average Outgoing Quality 
(AOQ) is the average quality level of 

lots which have been inspected, cor- 
rected, and accepted. 

4. The Average Outgoing Quality Limit 
(AOQL) is the maximum (worst) 
Average Outgoing Quality (AOQ) for 
lots being inspected under the same 
or continuing inspection plan. 

5. The Process Average is the average 
quality level of lots of incoming 
material before inspection. 


The risk criteria are the probabilities of 
acceptance which are attached to the 
quality criteria. The probability of ac- 
ceptance measures the risk an inspector 
takes in basing his decision on an inspec- 
tion of a sample of the data, rather than 
on an inspection of 100 per cent of the 
data. Thus, if a particular sampling plan 
provides, among other things, that lots at 
AQL (Acceptable Quality Level) will be 
accepted 90 per cent of the time, .90 will 
be the probability of acceptance of lots at 
that quality, if the sampling plan is 
properly determined. The inspector is tak- 
ing the risk of rejecting these satisfactory 
lots 10 per cent of the time. Similarly, if 
the plan provides that lots at LTPD (Lot 
Tolerance Per Cent Defective) will be 
rejected 95 per cent of the time, .05 is the 
probability of acceptance of lots at that 
degree of defectiveness. The inspector ex- 
pects to accept such unsatisfactory lots 5 
per cent of the time. 


SOME QUESTIONS INVOLVED IN APPLYING 
ACCEPTANCE SAMPLING IN AUDITING 


Several questions might be raised about 
the usefulness of these quality and risk 
criteria in auditing situations. At the out- 
set, a question of organization and re- 
sponsibility might be raised in terms of the 
distinction between installing and main- 
taining an acceptance sampling scheme as 
a part of the internal control system. An 
analogy might be drawn between the usual 
organization of the quality control de- 
partment and the internal audit depart- 
ment (or public accountant), in that none 
occupies a position of line operating 
responsibility. All three occupy a position 
which permits them to assume an attitude 
of independent appraisal of the quality of 
the results secured in line operations. 
Nevertheless, important differences may 
exist which require consideration. While it 
may be perfectly proper for a quality in- 
spection department to assume responsi- 
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bility for maintaining as well as installing 
a control scheme in order to insure satis- 
factory functioning of the system, the 
auditor (particularly the public account- 
ant) can assume no such course of action. 
(Indeed, any attempt on the part of the 
public accountant to assume authority 
for the administration of any part of a 
control system would immediately raise 
serious questions about his ability to dis- 
charge his responsibilities as an independ- 
ent auditor.) Of course the quality control 
inspection department may, after the 
initial installation, restrict its activities to 
periodic review and appraisal of the func- 
tioning of such systems. This may be done, 
for example, by various sub-sampling 
schemes (i.e., drawing smaller samples 
from samples that have previously been 
drawn) or by drawing alternative samples. 
The quality control inspector like the 
public accountant then assumes the double 
responsibility of assessing and reporting 
not only upon the performance of the 
underlying processes but also upon the per- 
formance of the control systems that have 
been devised for those processes. 

It may be noted in passing that the 
commonly available acceptance sampling 
tables do not explicitly consider the 
problem of simultaneous testing of control 
systems and the underlying processes. The 
types of conditional considerations that 
enter for example, into sub-sampling 
schemes can be obtained from these 
tables, if at all, only by a good deal of 
adaptation and supplementary reasoning. 
Yet it is at precisely this point that the 
auditor requires the most help. The usual 
position of the public accountant in inven- 
tory observation provides a simple illus- 
tration. The public accountant may under- 
take an analysis of the proposed inventory- 
taking procedures, including a review of 
the system of “test-checking” (or sam- 
pling) that is proposed by the firm’s own 
internal auditors. As a further check, the 


public accountant may then sample the 
entire inventory-taking process, including 
observation of the performance of the 
internal auditors in that process. For this 
purpose it is not adequate, in principle, 
merely to consider the probability of 
errors or exceptions going undetected. It is 
necessary, rather, to consider a chain of 
probabilities—e.g., the probability that 
the actual inventory-taking may be in 
error, the probability that the process of 
internal audit will detect this error, and 
the probability that the public accountant 
will detect errors in the internal audit. 

There exist, of course, statistical devices 
for considering such chains of probabilities. 
The point is, the usual acceptance sam- 
pling tables do not provide an adequate 
vehicle without a good deal of additional 
analysis. Strictly speaking the conceptual 
model underlying acceptance sampling 
tables may be characterized as one which 
envisions an administrative organization 
in which direct responsibility is assumed 
for administering the system by which the 
process is controlled. The underlying 
audit model, however, is one on which the 
accountant is sampling only indirectly at 
one or more stages removed from the proc- 
ess which is being controlled. In short, 
the public accountant in any event, and 
the internal auditor in most events, deal 
primarily with the control systems them- 
selves. 

The points that have been mentioned 
lead naturally to the following questions 
which must also be answered in consider- 
ing either installation or maintenance of 
acceptance sampling schemes employing 
the approaches embodied in these tables: 

Definition of evrors and exceptions— 
Both at the outset and in the continuing 
process of auditing a need arises for 
clearly stating audit objectives. This is 
particularly important in considering 
the possibility of applying standard 
methods of acceptance sampling. With- 


ge 


0 

ay 
de 

N 
fo 

de 

d 

| a 

u 

j 
b 

| je 

0 

| 
fe 

| 

il 

j 

t 

f 

ap 


Notes on the Use of Sampling Tables in Auditing 585 


out a clear definition of what constitutes 
satisfactory product it is not possible to 
apply these schemes. Such clarity is also 
desirable from an audit standpoint. 
Nevertheless, allowance must be made 
for flexibility as well. A sequencing or 
staging process may be necessary in or- 
der to allow for possible changes in 
definitions as the audit engagement pro- 
ceeds. The question of error, for ex- 
ample, cannot be successfully resolved 
until it is known whether the bona fides 
of the accounts is being verified or 
whether the internal control system is 
being examined. Actually, most audits 
consist of an amalgam of these two ob- 
jectives—an amalgam which may, more- 
over, change as information is developed 
in the course of an audit. Unless these 
features of auditing are comprehended 
within proposed applications of accept- 
ance sampling, the quality of the result- 
ing audit may suffer. 

Postulation of quality and risk criteria 
—As has been previously noted a strict 
interpretation of the usual acceptance 
sampling schemes requires a postula- 
tion of quality and risk criteria in ad- 
vance of drawing the sample. Doubtless 
preliminary samples may be drawn to 
obtain estimates which can be used to 
form such postulates for further testing. 
How this is to be managed by the audi- 
tor in his periodic review of the control 
systems is not completely clear. In any 
event, it is doubtful that most auditors 
would be willing to articulate specific 
risk and quality criteria prior to under- 
taking an examination of the data and 
prior to being assured that the control 
system is performing in a satisfactory 
manner. 


ACCEPTANCE SAMPLING TABLES 


The preceding discussion has led to some 
general questions and observations on the 
application of acceptance sampling 


schemes to auditing and accounting. At- 
tention may now be directed to a discus- 
sion of the three most commonly used 
acceptance sampling tables in order to 
assess their relevance to these problems. 
These tables are: 


(1) Dodge-Romig LTPD and AOQL 
tables,® 

(2) Statistical Research Group (Colum- 
bia University) tables,‘ and 

(3) Department of Defense (Military 
Standard 105 A) tables.§ 


Dodge-Romig LT PD Tables 


Dodge-Romig give 8 single sampling 
tables (as differentiated from multiple 
sampling tables, where more than one 
sample may be drawn before reaching a 
decision to accept or reject a lot) for var- 
ious values of Lot Tolerance Per Cent De- 
fective (LTPD). These tables include 114 
sampling plans for each of the 8 values of 
LTPD. For 19 different lot size ranges un- 
der each LTPD value there are 6 plans, 
one for each of 6 different Process Average 
values. Regardless of which plan is used, 
the probability of acceptance of lots at 
LTPD quality is 0.10; the AOQL values 
vary, however, between 0.0 per cent and 
2.8 per cent. To secure maximum benefit 
from use of such tables, it is necessary to 
specify accurately the Process Average. If 
too high a Process Average is used, an in- 
efficient sampling plan results since an un- 
necessarily large sample is drawn. If too 
low a Process Average is used, the plan 
will not produce maximum protection. 
Since it is necessary to obtain information 
from a large number of consecutive lots in 


3 Dodge, H. F., and H. G. Romig, Sampling Inspec- 
tion Tables—Single and Double Sampling (New York: 
John Wiley & Sons, Inc., 1944). 

‘Freeman, H. A., Milton Friedman, Frederick 
Mosteller and W. A. Wallis (eds.), Sampling Inspection 
(New York: McGraw-Hill Book Company, Inc., 1948). 

5 MIL-STD-105A, Sampling Procedures and Tables 
for Inspection by Attributes (Washington, D.C.: Super- 
of Documents, Government Printing Ofhce, 
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order to specify the Process Average, it 
would seem that these plans are imprac- 
tical for auditing uses. Auditors usually 
are not in a position to determine accu- 
rately the Process Average, considering the 
nature of the data usually being examined 
and the limited time period in which an 
audit engagement is normally conducted. 

It has been suggested, however, that it is 
possible for auditors to adapt the LTPD 
tables by treating the Process Average as 
the Acceptable Quality Level (AQL), since 
this is a requirement that can be stipu- 
lated by the auditor independently of the 
characteristics of the accounting process 
being tested.* There can be no objection 
to this suggestion, as long as the auditor 
realizes the limitations of such an adapta- 
tion. 

The Dodge-Romig LTPD plans, as 
previously stated, are assembled under 
the assumption of a uniform probability 
of acceptance at LTPD. However, the 
probability of accepting lots on the basis 
of Process Average quality is not uniform 
for all of the plans and, in fact, varies be- 
tween 0.472 and 1.000, depending pri- 
marily on the size of the lot being tested. 
While the variation in probability of 
acceptance is not particularly significant 
for lot sizes from 1,000 items upward, it is 
quite significant for the lot sizes which are 
commonly encountered in auditing prac- 
tice. Specifically for lot sizes up to 999 
items, the probability of acceptance of 
lots which are at Process Average quality 
varies between 0.472 and 0.999. 

These characteristics present, therefore, 
two serious limitations on any adaptation 
of the Dodge-Romig LTPD tables to au- 
diting practice: 


(1) If the plans are used with the nor- 
mal auditing lot sizes, the auditor 


*Neter, John, “Sampling Tables: An Important 
Statistical Tool for Auditors,” THE AccounTING RE- 
viEW, Vol. 27, No. 4, pp. 475-483. 


must recognize that he will reject 
acceptable lots a great part of the 
time; or 

(2) If the auditor does not wish to re- 
ject acceptable lots frequently, he 
must assemble his data into lots of 
1,000 items or more. 


Dodge-Romig AOQL Tables 


There are 13 single sampling AOQL 
tables given in Dodge-Romig Sampling 
Inspection Tables. As with the LTPD 
tables, there are 114 sampling plans for 
each of the 13 stated AOQL values. For 
19 different lot size ranges under each 
AOQL value there are 6 plans, one for 
each of 6 different Process Average values. 
For each plan the table gives the Lot 
Tolerance Per Cent Defective (LTPD), 
ranging from 3.6 per cent to 13.7 per cent. 
Unlike the LTPD plans, the AOQL plans 
are not assembled on the basis of a uniform 
probability of acceptance. 

There is no need to discuss the Dodge- 
Romig AOQL plans at any Jength, since 
they also, from an audit standpoint, suffer 
from the defect that the auditor is usually 
not in a position to determine sufficiently 
accurately the Average Outgoing Quality 
Limit or Process Average values, both of 
which are necessary in the selection of the 
proper sampling plan from these tables.’ 


Statistical Research Group (Columbia Umi- 
versity) Tables 


Department of Defense Tables (Military 
Standard 105A) 


The Columbia University and the De- 
partment of Defense tables can be dis- 
cussed simultaneously since they have 
much the same characteristics. Both 
tables are organized on the assumption 
that the selection of a plan often needs to 
be made before much is known about the 


7 bid, p. 480. 
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actual quality of lots of material being 
submitted for inspection. Thus, both 
tables are classified by lot size and Accept- 
able Quality Level (AQL), rather than by 
lot size, Process Average, and AOQL or 
LTPD. Accordingly, on the surface, both 
the Columbia University tables and MIL- 
STD-105A seem better fitted to auditing 
situations than the Dodge-Romig tables, 
since the auditor may specify both lot size 
and AQL without prior knowledge of the 
quality of the accounting records being 
studied. 

Both the Columbia and Defense tables, 
however, have an additional requirement 
that must be met if the plans are to afford 
their stated quality protection. Specifi- 
cally, for each lot size and AQL quality 
there are five inspection levels (sampling 
plans) in the Columbia University tables 
and three inspection levels in MIL-STD- 
105A to be used which depend on the Proc- 
ess Average—which an auditor is usually 
not in a position to determine before draw- 
ing some samples. This selection problem 
is resolved in industrial quality control 
practice by initially choosing the inspec- 
tion level which will give the tightest 
quality protection. A record is then kept 
so that the Process Average can be deter- 
mined and a change utimately made to the 
proper inspection level. Unless this change 
of inspection level is made when the Proc- 
ess Average so indicates, the inspector is, 
in effect, tightening his AQL require- 
ments. That is, if the inspector originally 
specified “tight’’ inspection for a stated 
AQL value, and he continued to use this 
same inspection level when his determina- 
tion of the Process Average indicated a 
change to “normal” inspection, he would, 
in effect, change his AQL requirements to 
&@ more stringent level, with the same 
risks. This follows from the definition of 
the inspection levels: “‘tight”’ inspection for 
a stated AQL is the same as “normal” in- 
spection for a smaller AQL value. Audi- 


tors, however, are seldom able to deter- 
mine the Process Average and, therefore, 
cannot be certain for which AQL value 
they are testing. 

In addition to this limitation, both sets 
of tables have other characteristics which 
may affect their use in auditing situations. 
While the Columbia University tables are 
assembled on a uniform protection basis 
(such that lots at AQL quality have a 
probability of acceptance of 0.95 at all 
inspection levels and AQL values), these 
tables have a varying probability of 
acceptance for lots at a quality level worse 
than the AQL quality. And, as in the 
Dodge-Romig LTPD tables, the protec- 
tion against accepting poor lots is least for 
lots in the smaller lot size ranges which are 
ordinarily used in auditing. 

With respect to the quality protection 
limitation, MIL-STD-105A is even less 
satisfactory than the Columbia University 
tables. The Department of Defense tables 
are not assembled on a uniform probability 
of acceptance for any quality characteris- 
tic. As a result it is necessary, from the 
viewpoint of obtaining uniform protection 
from tests, that a single plan be selected 
and used in all tests or that sufficiently 
large lot sizes be used so that there will be 
only slight variations in quality protection 
among the plans used. 

A brief résumé of the results of using 
MIL-STD-105A in an actual case may 
clarify the effects of the limitations pointed 
out. In the particular case, it was desired 
to verify the accuracy of a large number of 
perpetual inventory cards by a physical 
count of the stock. Because of the method 
for stocking inventory, it was necessary 
administratively to sub-divide the inven- 
tory on the floor into a large number of 
variable-sized lots. The lot sizes could be 
roughly estimated so that it was possible to 
select sampling plans, to be used for audit- 
ing test counts, from MIL-STD-105A on 
the basis of Jot size and AQL. In evaluat- 
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ing the results, however, it was found be- 
cause several different sampling plans 
were being used by the internal auditors 
who were checking the physical counts, 
that it was impossible to measure the total 
probable error in the counts, since the 
probability of accepting lots at AQL varies 
from 0.800 to .998 for plans in MIL-STD- 
105A, depending primarily on lot-size. 
Since the lot sizes in the actual case varied 
over a wide range, it was not possible to 
use plans which provided reasonably close 
quality protection, and the use of the 
tables did not, therefore, provide one of the 
primary desired results—uniform protec- 
tion against rejecting acceptable lots. 
Similarly, the plans did not give reason- 
ably uniform protection against accepting 
lots of poor quality, the probability of 
acceptance of lots at LTPD quality 
(arbitrarily set by the company concerned 
at 5 per cent) varying between 0.47 and 
0.65. 


SUMMARY COMMENTS ON SAMPLING 
TABLES 


The sampling tables described above 
were designed for use in situations in 
which the product being examined is flow- 
ing from a uniform process, the flow of prod- 
uct is undergoing periodic and frequent 
inspection, and it is possible to maintain 
accurate records of the quality. These 
conditions are not typical of auditing. The 
auditor is generally interested in ascertain- 
ing the quality of a specific lot of data. 
Initially, he has only a vague notion of the 
Process Average and to take the time to 
determine a Process Average, if indeed it 
need be done, would defeat his purpose in 
sampling. Yet, with the possible exception 
of the suggested adaptation of the Dodge- 
Romig LTPD tables, all the sampling 
tables presently available presuppose an 
accurate knowledge of the Process Average 
or some method of determining the Proc- 
ess Average. 


Lack of information about the Process 
Average does not, however, eliminate ac- 
ceptance sampling as a possible auditing 
tool. At most this circumstance eliminates 
acceptance sampling plans based on knowl- 
edge of the Process Average. If an audit- 
ing situation, otherwise amenable to ac- 
ceptance sampling conditions and objec- 
tives arises, it is still possible to devise a 
suitable acceptance sampling plan—with- 
out recourse to a sampling table—if the 
auditor is able to specify an Acceptable 
Quality Level (AQL), a Lot Tolerance 
Per Cent Defective (LTPD), and the 
desired probability of acceptance ratios 
for lots at AQL and for lots at LTPD. 

For example, assume that an auditor 
wishes to verify the accuracy of a large 
number of perpetual inventory cards by a 
physical count of the items represented 
by the cards. He desires a sampling plan 
for use in his tests under which the prob- 
ability of accepting the records is .95 if no 
more than 1 per cent of the cards differ 
significantly from the actual amount on 
hand, and under which the probability of 
rejecting the records is .90 if 5 per cent or 
more of the cards differ significantly from 
the actual amount on hand. Such a plan 
is known as an AQL-LTPD plan and 
can readily be designed.* An acceptance 
sampling plan meeting the above stipu- 
Jated requirements would be one with a 
sample size of 134 and an acceptance num- 
ber of 3, for an inventory involving some 
1,500 cards. That is, if in a sample of 134 
inventory cards out of a total of 1,500 
cards or more, no more than 3 cards carry 
amounts significantly different from a 
physical count of the items, the complete 
set of inventory cards may be accepted as 
meeting the stipulated quality criteria. 
The only requirements for using such 


*®Duncan, Acheson J., Quality Control and Industrial 
Statistics (Homewood, Ill.: Richard D. Irwin, Inc., 
1953), pp. 131-140. 
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a plan, as for all acceptance sampling 
schemes, are that: 


(1) The lot size must be large relative 
to the sample size. Otherwise, the 
sample will be so large that there 
will be no point in sampling. 

(2) The material being inspected must 
be relatively homogeneous within 
lots, i.e., all items are approximately 
equally likely to display the lot 
characteristics. 

(3) The defect or error must be clearly 
defined. 


To summarize, in normal audit situa- 
tions the auditor can pre-specify only the 
Acceptable Quality Level (AQL), the Lot 
Tolerance Per Cent Defective (LTPD), 
and the allowable risks. Except in special 
instances he will be unable to predetermine 
accurately the Average Outgoing Quality 
Limit (AOQL), the Process Average, or 
any other such characteristics which are 
functions of the process yielding the 
material. If an acceptance sampling plan 
is desired it should be formulated for the 
particular case in question and it should be 
based only on those characteristics which 
can be specified by the auditor. The 
auditor should rely on prepared acceptance 
sampling tables only in those circum- 
stances in which they are clearly applicable. 


GENERAL LIMITATIONS ON ACCEPTANCE 
SAMPLING 


Acceptance sampling methods should 
not be applied blindly or forthwith, even 
in those limited audit cases in which the 
sampling mechanics seemingly are the 
same as in industrial acceptance sampling 
situations. Audit objectives must also be 
comparable to the results derived from 
industrial acceptance sampling applica- 
tions. In this respect, three characteristics 
of acceptance sampling should receive 
careful consideration: 


(1) All acceptance sampling schemes 
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contain a predetermined decision 
rule which governs the actions of the 
inspector in accepting or rejecting 
lots. 

(2) Acceptance sampling, in itself, gives 
no absolute measure of the actual 
extent of error, but only an indica- 
tion that the error meets or does not 
meet the restrictions which, a priori, 
the auditor imposed. 

(3) Generally, only one characteristic 
of the data can be tested at one 
time, although certain techniques 
permit simultaneous inspection of 
multiple related characteristics. 


From an auditing viewpoint, these 
limitations severely restrict the areas of 
possible acceptance sampling applications. 
Generally, the auditor, in testing records, 
would like to make as many tests as pos- 
sible as he proceeds through the data. 
Furthermore, he would prefer to make his 
decisions as to acceptability of the data on 
the basis of the quality level indicated by 
his tests, and when considered together 
with the results of tests in other related 
areas, rather than on the basis of quality 
levels relating to individual or particular 
data characteristics and postulated prior 
to making the tests. 

Another concept underlying acceptance 
sampling is difficult to translate into audit 
circumstances. Typically, acceptance sam- 
pling plans lead to a categorical “accept” 
or “reject” decision for specific lots or 
processes on the basis of sample evidence. 
Proponents of direct applications of this 
technique in auditing typically say that 
the “accept” decision implies that the 
auditor may proceed to issue an unquali- 
fied opinion. On the other hand, these 
same proponents indicate that a “reject” 
decision involves qualification or denial of 


® Vance, Lawrence L., Scientific Method for Auditing 
(Berkeley and Los Angeles: University of California 


Press, 1950). pp. 17, 51-53. 
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an opinion or, alternatively, resorting to 
100 per cent inspection. Unfortunately, 
the professional auditor simply does not 
function in a world so neatly compart- 
mentalized as these advocates of accept- 
ance sampling would find convenient. 

To develop this point a bit further, as- 
sume that a “‘reject’’ decision is reached in 
a particular area subjected to audit by 
acceptance sampling techniques. It may 
well be that the particular area literally 
cannot—physically, economically, or 
otherwise—be subjected to 100 per cent 
inspection by either internal or external 
auditors. Further, the particular “reject” 
decision in all probability cannot be ap- 
praised separately from other ‘“‘accept” and 
“reject” decisions. Means for combining 
these related “accept” and ‘‘reject” deci- 
sions—such as are required in giving, 
qualifying, or withholding an opinion— 
are not to be found in the tables or in 
explanatory literature. 

In summary, the audit area, both at the 
detailed operational level and at the over- 
all opinion level, is considerably more 
judgmental and a good bit less objective 
in nature than is the production-line opera- 
tion to which acceptance sampling has 
been so profitably applied. These limita- 
tions to acceptance sampling in auditing do 
not preclude the use of the tool. However, 
they do strongly suggest that much more 
study of the problem is required and 
that many recommendations for immedi- 
ate applications in audit circumstances are 
more interesting theoretically than they 
are practical operationally. 


A MORE GENERAL STATISTICAL SAM- 
PLING APPROACH 


These rather strict assessments of accept- 
ance sampling schemes require qualifica- 
tion when these schemes are considered as 
part of a broader statistical framework. It 
may be contended, however, that it is 
better to adopt this broader framework at 


the outset and to avoid the pitfalls which 
accompany the easy use of readily avail- 
ables statistical tables. For the immediate 
future the estimating mechanism of gen- 
eral sampling theory and survey design 
provides a more promising approach to 
statistical applications in the audit area.” 
In this approach, the sample data are 
used to estimate the proportions of char- 
acteristics under study, and decisions are 
made after the estimates have been deter- 
mined and evaluated in relation to other 
information. Following this approach, the 
auditor is not confronted with a decision 
rule based on preconceived notions about 
the material being analyzed. For example, 
consider the acceptance sampling plan 
which prescribed for a lot of 1,500 or more 
items, a sample size of 134 with an accept- 
ance number of 3. Using the acceptance 
sampling plan, the auditor would reject 
the entire lot if he found 4 defective inven- 
tory cards in the sample of 134 inventory 
cards. If, on the other hand, he used the 
sample as an estimating device he would 
compute both an estimate of the propor- 
tion defective and the probability that this 
estimate was within any given range of the 
“true” proportion defective. Thus, for 4 
defectives in a sample of 134, he would 
estimate that 2.98 per cent of the lot was 
defective, and that the true proportion 
defective was less than 5.84 per cent with 
a probability of .95. Note that these pro- 
cedures need not require the same sort of 
“in process” control that is implied by the 
acceptance sampling tables. The combina- 
tion of this information, the auditor’s 
experience, his knowledge of the situa- 
tion—including, most importantly, any 
information that he may have obtained 
from tests in other related areas—would 
enable the auditor to determine whether 
it would be desirable, to acc2pt the lot, to 
extend the test, or to reject the lot. 


© Cochran, W. G., Samplin a (New York: 
John Wiley & Sons Inc., 1953) pp. 1-50. 
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The use of an estimating approach 
presents no greater mechanical problems 
to auditors than the use of sampling tables. 
In the usual case, the sample selection 
method is the same, although the sample 
size may be larger than in acceptance 
sampling. The evaluation calculations, 
necessary under the estimation approach, 
are easily made and interpreted. But even 
more important is the general adaptability 
of the estimating approach, as opposed to 
the relatively limited areas of application 
of the statistical quality control approach. 
The adaptability of the estimating ap- 
proach in audit circumstances becomes in- 
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creasingly evident when it is remembered 
that auditors deal primarily with financial 
data and that test-checks are more fre- 
quently made with the object of determin- 
ing the dollar error in the accounts, rather 
than with the object of determining the 
number of accounts in error. Acceptance 
sampling cannot always be used in making 
such estimates of the magnitude of error, 
stated in dollars. On the other hand, 
the estimating approach can be applied 
to all situations suited to acceptance 
sampling, and in many cases will yield 
more suitable and useful information than 
will acceptance sampling methods. 
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STATE-MUNICIPAL RELATIONS IN 


FINANCIAL CONTROL 


T. E. McMILLAN, JR. 
Industrial Economist, Federal Reserve Bank of Dallas 


ized as political economics.’ Its over- 

all problem must be considered not 
only in the context of general economics, 
but also that of political science, public 
administration, accounting, and manage- 
ment. Among the most neglected of these 
fields is that of governmental accounting 
and financial control at the state and 
local level. So badly has this field been 
neglected that for a period of twelve years, 
1941 to 1953, no comprehensive study was 
presented of this aspect of public finance. 

As public authority in a democracy 
must stem from the people upward, it is 
believed by this writer that there is a 
positive correlation between the availabil- 
ity of information about governmental 
operations and the quality of government 
performance. The citizens of a particular 
government should be able to ascertain 
where their public dollar comes from, how 
it is handled by their officials, and where 
it goes. They should be able to know how 
their municipality compares with others. 
Not only is it advantageous to compare 
cities, but it is also beneficial to observe 
the tota] outlay of all municipalities for 
each of the significant functions of govern- 
ment. The accuracy of over-all data of 
government finance prepared by the statis- 
tical agencies of the federal government is 
largely dependent upon the adequacy and 
accuracy of local financial records. 

In recent decades, corporate enterprises 
have become increasingly aware of the im- 
portance of accounting for the knowledge 
of stockholders. A director of any modern 
corporation will regard the ready avail- 


1 Gehard Colm, “Why Public Finance,” National 
Tax Journal, September, 1948, p. 206. 
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ability of correct information a prime 
condition of good management. While the 
advancement of corporate accounting and 
reporting has improved the prestige of the 
private segment of the economy, the lag in 
governmental accounting among the arts 
of government has done damage to the 
prestige of the public segment. 

Municipalities are creatures of the state, 
and the superior unit has responsibilities in 
achieving good government among its 
creatures. With this background it seems 
worthwhile to disseminate the results of a 
series of questionnaires circulated by the 
author, which sought to discover just 
what the forty-eight states did in promot- 
ing municipal financial control. 

These questionnaires covered five phases 
of municipal finance, four of which are 
discussed in this article. These four are 
public accounting, reporting, auditing, 
and budgeting.? 

On the basis of the replies received, it 
was possible to discern the degree to which 
state government in the United States has 
assumed the responsibility of improving 
accounting records, financial procedures, 
and financial planning of municipalities. 
The discussion to follow summarizes these 
activities on the part of the states. Al- 
though the data used in this discussion 
were gathered in 1952, it is representative 
of conditions which prevailed up to legis- 
lative sessions of the current year. 


ACCOUNTING 


The earliest example of state supervision 
of municipal accounting was begun in 
Wyoming in 1890, the year that state 


* The fifth phase of municipal financial operations 
was municipal debt issuance and retirement. 
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entered the Union. By 1952, no less than 
twenty-five states furnished to their mu- 
nicipalities either supervisory or advisory 
services in regard to recording financial 
transactions. Among the most recent ac- 
tions was that of Utah which in 1951 fi- 
nally appropriated funds to make possible 
the enactment of a legislative directive 
passed two decades previous in 19313 
With the exception of Tennessee this 
service is carried on by an agency of state 
government. In Tennessee, a Municipal 
Technical Advisory Service of the Uni- 
versity of Tennessee will consult and co- 
operate with municipalities in the installa- 
tion of a proper system of accounts. 
Supervision in fifteen states is manda- 
tory.‘ The remaining ten states rely upon 
an educational approach to convince 
municipal officials of the advantages in a 
state-recommended system of accounts. 
The relative success of this non-com- 
pulsory, but propagandistic, approach 
varies. Minnesota reported that its experi- 
ence leaves much to be desired. Virginia 
reported very satisfactory results. 
Although the “know-how” of local 
financial officers is essential to successful 
operation, only thirteen states reported 
that they had at any time held instruction 
sessions for local accounting officers. 
Where such sessions had been held, there 
was usually a cooperating agency such as 
a municipal league, finance officers’ associ- 
ation, or university. 
Another important consideration in the 
installation of an improved system of 
municipal accounting is that of cost. In 


*The Utah Tax Commission was appropriated 
$20,000 which it was to use in co-operation with associ- 
ations of city and county officials in providing uniform 
classification of accounts for 2!] taxing units. A recent 
communication to the author indicated that as of July 1, 
1953, 24 cities and towns, out of a total of 199, had 
systems completed under this program. The 1953 Utah 
Legislature did not renew the appropriation. 

‘Connecticut, Indiana, Iowa, Kansas, Maryland, 


Mississippi, New Hampshire, New Jersey, New Mexico, 
New York, Ohio, South Dakota, Washington, West 
Virginia, and Wyoming. 
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most instances, even where such installa- 
tions are required by state mandate, the 
entire expense is borne by the municipality. 
Sharing arrangements, however, do exist 
in some states. Thus in Rhode Island the 
state bears one-half the cost, and New 
York and Maryland furnish free of charge 
the services of state supervisors. 


EXTENT OF SUPERVISION 


In the final analysis all twenty-five 
states will extend their supervision to the 
preparation of accounting systems for 
all municipal funds. Virginia reported that 
in making such prescriptions, it varies the 
system to fit the unique needs of each 
locality. Montana and Vermont, which 
have no established policy of prescribing 
accounting systems, will consult and 
advise with their municipalities in design- 
ing systems for local use. 

Forms and record books are prescribed 
by twenty states. These, however, are fre- 
quently varied among municipalities. New 
Jersey is the only state with a comprehen- 
sive system of supervision which does not 
prescribe the forms on which municipal 
accounts are kept. 

Despite the fact that uniform terminol- 
ogy and classification of accounts are 
essential ingredients for developing com- 
parable statistics, only twenty-one states 
reported specifically that they included 
these elements of municipal accounting in 
their supervision. Eleven of these states 
reported their method of classification cor- 
responds to the recommendations of the 
National Committee on Governmental 
Accounting. It is significant that of the 
remaining ten states, eight began their 
supervision prior to 1917.° 


5 Eleven states conforming to the recommendations 
of the N.C.G.A.: Connecticut, Maryland, Minnesota, 
Mississippi, New Jersey, New Mexico, Ohio, Rhode 
Island th Dakota, Tennessee, and Virginia. 

Eight states which do not conform: Indiana, Iowa, 
New Hampshire, New York, Washington, 

Wyoming, and West Virginia. 
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The experience of the Great Depression, 
when failures to properly encumber their 
accounts caused financial disorder among 
cities in many states, is still an unlearned 
lesson. Accrual or partial accrual account- 
ing is still not universally accepted, and 
far more municipalities use a cash basis of 
recording expenditures and revenues than 
use any form of accrual accounting. Only 
five states require a modified accrual basis 
of accounting.’ In four states, New York, 
Minnesota, Rhode Island, and Viginia, the 
larger municipalities tend to use partial or 
full accrual accounting; the smaller mu- 
nicipalities rely upon a cash basis. This is 
generally attributed to the ineptness of 
accounting officers in the smaller commu- 
nities. 

AUDITING 

A second instrument for financial con- 
trol is that of verification or audit. If pos- 
sible, this operation should extend beyond a 
bare examination of legal compliance. 
Ideally, it should also include an examina- 
tion of government organization, manage- 
ment methods, and operating procedures. 
Thirty states have some provision for 
either the auditing or supervision of audits 
of their municipalities. 

With the exception of West Virginia 
the examinations in all thirty states in- 
clude points other than strict legal compli- 
ance. Fifteen states include earnings and 
fees of officials; twenty include surety 
bonds; twelve study management meth- 
ods; nine examine operating procedures; 
and sixteen examine financial procedures. 

Compliance with state audit require- 
ments is mandatory in only twenty-two 
states.’ And, in eight states this manda- 


The states of Massachusetts and Oregon did not 
indicate whether or not their systems of classification 
conformed to these recommendations. 

* Connecticut, Kansas, Maine, New Jersey, and Wis- 


Idaho, Indiana, Iowa, 


nsin. 
7 Colorado, Connecticut, 
Kansas, Maine, Maryland, Massachusetts, Minnesota, 
Mississippi, Montana, New Jersey, New Mexico, New 
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tory feature only applies to certain classes 
of municipalities. Thus in Colorado, state 
requirements are compulsory for those 
municipalities with annual budgets in 
excess of $10,000. State supervision in 
Oregon is mandatory only if required by 
the local charter. And, in Iowa, North 
Dakota, Kansas, Minnesota, Mississippi, 
and South Dakota, compulsion depends 
upon the municipal population. If re- 
quested to do so, these eight states will 
extend their services to their other munic- 
ipalities. 

Six states have audit supervision pro- 
grams which are wholly optional with the 
municipalities.* In addition to these states, 
Oklahoma and Louisiana also have statu- 
tory provisions that make possible the 
conduct of audits by the state. However, 
in Louisiana these audits are conducted 
only on the direction of the Governor. 
This direction is seldom given. State 
audits of municipalities in Oklahoma will 
be conducted on petition of the local 
electorate. The petitions, however, must be 
channeled through the city hall where they 
are usually pigeonholed. 

For the most part municipalities are able 
to choose the personnel which conduct 
their examinations. Nine states with 
compulsory supervision follow this prac- 
tice;’ eight rely solely on state examiners.” 
Five states with compulsory supervision 
use private examiners only." 

The same general pattern exists in states 
which follow an optional method of super- 
vision. Four allow their municipalities to 
choose between state or private exam- 


York, North Dakota, Ohio, Soom, South Dakota, 
Washington, West Virginia, an 

New Hampshire, North ‘Rhode Island, 
Vermont, Virginia, and Wisconsin. 

® Connecticut, Towa, Maine, Maryland, Minnesota, 
New Jersey, North Dakota, Oregon, and South Dakota. 

10 Indiana, Massachusetts, Montana, New York, 
Ohio, Washington, West Virginia, and Wyomi 

" Colorado, Idaho, Kansas, Mississippi, an a g New 
Mexico. 
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iners,* one uses private examiners exclu- 
sively (North Carolina), and one relies on 
state employees (Wisconsin).” 

The use of private examiners does not 
mean that a state has abdicated its control 
over auditing personnel. Indeed, two very 
potent instruments remain to the state for 
retaining this control. These are the licens- 
ing power and contract approval. The 
former method of control carries the impli- 
cation that an accountant not properly 
performing his duties faces disbarment 
from further government and/or public 
accounting practice. The latter instru- 
ment of control assumes that by retaining 
the power of approving contracts between 
municipalities and private auditors, the 
state will prevent agreements which pro- 
vide inadequate audit specifications or 
exorbitant fees. These methods of control 
are for the most part retained only by 
those states whose supervision is com- 
pulsory. Of the voluntary states, only 
North Carolina exercises control over 
private examiners. 

The cost of an audit examination, in 
most instances, is paid by the municipality, 
and a scarcity of funds frequently re- 
stricts the willingness to contract for an 
extensive examination. States in which 
state examiners are used reported that a 
shortage of funds prevents them from 
maintaining staffs adequate to perform 
audits as frequently as is desirable. The 
only two states which pay the entire cost 
of municipal audits are New York and 
Wyoming. New York conducts these 
examinations on a biennial basis, and 
Wyoming reported irregular examina- 
tions." With the exception of Virginia, all 
of the non-mandatory states reported that 

” New Hampshire, Rhode Island, Vermont, and 
Virginia. 

4% Wisconsin does not assume a supervisory roll if 
audits are conducted by private examiners. 


“ The author has been led to understand that Wyo- 
— is running five to six years behind in its auditing 
ule. 
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state supervised audits are irregular.” 

Municipalities in some states may, how- 
ever, avoid part or all of the expense of 
audit examinations. If state examiners 
are used, Rhode Island will pay one-half 
the cost and Iowa will pay the entire cost. 
In both these states the municipality must 
bear the total expense if private auditors 
are employed. The incentive for using 
state employees is obvious. 

Connecticut shares the audit expense 
with towns whose annual budget is less 
than $50 thousand. New Hampshire and 
Ohio share the cost of audits, but base 
their relative shares upon the size of the 
municipality, the smaller municipalities be- 
ing favored. 

The problem of state vs. private exam- 
iners is apparently a touchy question in 
many states. Only fifteen states ventured 
an opinion on this question; several of 
these requested not to be quoted for fear 
of jeopardizing state and private ac- 
countant relations in their state. The most 
common view favors state examiners. And 
the reasons given for this position are 
worthy ones. The three major arguments 
are: (1) state examiners are cheaper; (2) 
state examiners have as their primary in- 
terest governmental accounting and proce- 
dures; and, (3) state examiners have access 
to legal opinions by their attorneys gen- 
eral. However, in one state where both 
private and state examiners are used, the 
opinion was expressed that it depends up- 
on the individual examiner and not his 
source of employment. It is worth noting 
that New Jersey, which has a most com- 
prehensive system of state supervision of 
local government, expressed a distinct 
preference for private auditors whom 
they control through the state’s licensing 
power. 


% Virginia reported that audits would be conducted 
annually if requested that often by the municipal- 
ities. 
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REPORTING 


After the audit has verified the financial 
and operating information provided by 
the accounting system, a third tool of 
financial control to be used is adequate re- 
porting. As most actions of municipal 
government have financial import, the 
entire scope of government operation and 
condition may be aired for public and 
official consumption through a financial 
report. 

State supervision of governmental re- 
porting is not as prevalent for municipal- 
ities as it is for other local units, partic- 
ularly the county. This supervision may 
relate to all phases of local operation or to 
restricted phases. It is the former type that 
the questionnaires attempted to discover. 

Financial reports in general may be 
divided into two types, internal and exter- 
nal or popular. Unfortunately, states have 
not demonstrated interest in the popular 
report, which is the one that is palatable 
to the citizen not versed in the analysis of 
financial detail. 


Extent of Supervision 


Twenty-three states reported that an 
agency of the state exercises regulatory or 
advisory functions over municipal report- 
ing. This regulation is compulsory in 
twenty-one states."* Vermont and Ten- 
nessee offer the same services as in the case 
of municipal accounting. 

To promote standardization of data 
presented, and thus enhance the useful- 
ness of reports, nineteen states prescribe 
the forms to be used in preparing reports. 
With the exclusion of New Mexico and 
Iowa, these are the same states which 
supervise reporting on a compulsory basis. 

Although all twenty-three states, with 


* California, Connecticut, Indiana, Iowa, Maryland, 
Massachusetts, Michigan, Minnesota, Mississippi, 
Montana, New Hampshire, New Jersey, New Mexico, 
New York, North Carolina, Ohio, Oklahoma, Pennsyl- 
vania, Rhode Island, Wisconsin, and Wyoming. 


the exception of Tennessee, require munic- 
ipalities to file their financial reports with 
the state, only seven states indicate any 
use of this information. by state govern- 
ment. Six use the information for legisla- 
tive guidance, and one state, Oklahoma, 
uses this data in reviewing local taxation. 
Although only seven states indicated any 
known use of the data furnished through 
municipal reports, thirteen states publish 
reports of municipal finances. Thus several 
states incur the time and expense of pub- 
lishing information for which they have no 
known use. 


Public Interest 


It has been said that one of the primary 
purposes of reporting is to enable the 
citizenry to examine and become ac- 
quainted with the workings of govern- 
ment. This position emphasizes the part 
played by the external or popular type re- 
port. State supervision, for the most part, 
neglects this important role of the financial 
report. Too often, supervision has as its 
sole concern the availability of information 
for administrators. This condition has 
made its contribution to widespread 
public apathy. 

Failure to implement this phase of re- 
porting is evidenced by low public interest 
in most states. Only in the New England 
states of Connecticut, New Hampshire, 
and Vermont is public interest intensive 
and at a high level. Maryland reported 
interest by investors in municipal secu- 
rities, and Rhode Island reported politically 
motivated interest. The apathy of the 
general public can be removed, however. 
This is evidenced in Tennessee where the 
effort of the Municipal Technical Advisory 
Service to improve the quality of external 
reports is resulting in increased public in- 
terest. 

As an informed citizenry is a potent in- 
strument of financial control, it is the 
author’s view that if the states would 
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direct more attention to the popular type 
of reporting, the electorate might assume 
some of the regulatory functions now per- 
formed by higher levels of government. 


BUDGETING 


Without some centralized guidance, 
municipal budgets, even within the same 
state, become so varied in their scope and 
organization as to defy analysis and com- 
parison. They are often incomplete, and 
show only operating costs while omitting 
data pertaining to revenues, trust and 
agency funds, capital items, debt, and 
utility operations. Even the presentation 
of operating costs may be sketchy. 

Financial control, in both the short and 
long run, can be achieved only through an 
orderly planning of municipal operations. 
Although, in the final analysis, an ade- 
quate budget program is dependent upon 
local managerial skill, there are several 
areas in which the states may make a 
direct impact upon the financial planning 
of their municipalities. These include the 
legal base, an adequate accounting system 
which includes budgetary control accounts, 
adequate forms and procedures for prep- 
aration and presentation of a budget, the 
size of a budget, and its scope. 

In reply to an initial exploratory ques- 
tionnaire, thirty-two states indicated that 
an agency of the state is directly concerned 
with the preparation of municipal budgets. 
A follow-up and detailed questionnaire 
sought to determine the extent of state 
activity in behalf of the above elements of 
municipal budgets. The findings are pre- 
sented in the following paragraphs. 


Legal Basis 


Twenty-seven states have formal laws 
governing the preparation of municipal 
budgets.’” These laws, however, are not in 


" Arizona, Colorado, Connecticut, Indiana, Iowa, 
Kansas, Massachusetts, ey Montana, Nevada, 
New Hampshire, New Jersey, New Mexico, New York, 
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all instances universal in their applica- 
tion. Thus in Colorado special charter and 
home rule cities are exempt, and in Con- 
necticut only towns operating with a board 
of finance are subject to state supervision. 
Wisconsin’s supervision applies to cities 
of the first class of which there is only one, 
Milwaukee. Boston is exempt in Mas- 
sachusetts, as are Philadelphia, Scranton, 
Pittsburgh, and Bloomsbury in Penn- 
sylvania. Louisiana supervises only budg- 
et items which result in the creation of 
tax-supported debt. South Dakota sub- 
jects local tax levies to state approval, and 
the Local Government Commission of 
North Carolina employs the indirect 
method of approving the appointment of 
local budget officers. 

Minnesota, Vermont, and Tennessee 
approach the problem of budget super- 
vision on a wholly voluntary basis. Ver- 
mont carries on its budget supervision 
hand in hand with its municipal audit ac- 
tivities. In Tennessee, the State Treasurer 
as ex-officio Director of Local Finance will 
assist in the budgeting of cities operating 
under the Tennessee Cash Basis Law of 
1937. The Tennessee Planning Commis- 
sion will aid cities in developing a long- 
run capital budgeting program. 

The questionnaire replies made it ap- 
parent that the mere existence of a formal 
budget law does not necessarily imply 
compliance by municipalities. In general, 
compliance with state requirements is 
highest in states which have a small num- 
ber of municipalities, where municipalities 
voluntarily adopt a form of government 
which subjects them to supervision, where 
state requirements apply to a limited class 
of municipalities, or where severe sanctions 
may be exercised against the municipali- 


North Carolina, North Dakota, Ohio, Oklahoma, 
Oregon, Pennsylvania, Texas, Utah, Virginia, Washing- 
* Wisconsin, West Virginia, and Wyoming. 

n addition to these states, Louisiana exercises 
jurisdiction over any budget item requiring the levy of 
special taxes. 
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ties or municipal officials for non-compli- 
ance. 

Three states with formal budget laws 
did not know the extent of municipal 
compliance. Colorado reported between 
40 and 50 per cent compliance, and even 
nominal compliance is made by no more 
than 10 per cent of Texas cities. Municipal 
compliance in North Dakota is largely 
determined by the county auditor, who is 
the transmission agent for getting munic- 
ipal budget information to the state. Ex- 
perience indicates that these county offi- 
cials religiously obtain and transmit tax 
levies, but have a tendency to ignore other 
budget items. The remaining states re- 
ported compliance in excess of 90 per cent. 

Compliance is more difficult to obtain 
among small cities. As in the case of ac- 
counting systems, these municipalities, 
due to their smallness, do not accept the 
need for a comprehensive financial pro- 
gram. Another factor contributing to lax 
compliance is failure on the part of the 
state to enforce existing sanctions. Al- 
though seventeen states have sanctions by 
which to force conformity with the state 
mandate, only eight states utilize the 
available sanctions. 

Among the most effective sanctions are 
those which act upon the financial re- 
sources of a municipal corporation. In 
New York certain state aids are withheld 
in the event of failure to satisfy state re- 
quirements, and in Nevada the state tax 
commission holds the threat of establish- 
ing an arbitrarily low tax levy. 

The extremely low compliance in Colo- 
rado and Texas may be attributed to the 
fact that Colorado does not enforce its 
sanctions, and Texas has no sanction 
except the very weak one of moral suasion. 


Size of Budgets 
Direct control over specific budget 


% The Nevada Tax Commission establishes the tax 
rates used by the municipalities of that state. 


items exists in thirteen states. Indiana, 
Nevada, Ohio, Oklahoma, and Utah re- 
serve the right to amend the local tax levy, 
Iowa, New Jersey, New Mexico, and 
North Dakota have the power to adjust 
both tax levies and expenditure items.’ In 
addition to the New Mexico Tax Commis- 
sion’s ability to amend items in a budget, 
the Comptroller of the state may suspend 
any official for failure to comply with state 
requirements.” Colorado and Arizona im- 
pose budget limits based on previous 
expenditures, and Washington limits mu- 
nicipal budgets to a percentage of assessed 
property values. 


Budget Implementation 


The principle of budgetary control 
through the accounting system is not a 
universally accepted practice. Only an 
approximate two-thirds of the states 
which supervise municipal accounting ex- 
tend this supervision to the establishment 
of control accounts for revenues and ex- 
penditures. The preparation of manuals 
and directives to be used by local officials 
is practically non-existent. Only two 
states, Wyoming and Connecticut, have 
such aids. The gap, however, has been 
filled to some extent by the efforts of uni- 
versity service organizations, municipal 
associations, and the Public Administra- 
tion Service. 

Budget implementation through a pre- 
audit type of review by a state agency is 
usually based on a requirement that budg- 
ets be filed with the state. Filing require- 
ments are not, however. indicative of re- 
view. Texas, which has a poorly enforced 
filing requirement, exercises no review.” 


In North Dakota the county performs this fune- 
tion for the state. 

20 In actual practice the New Mexico Comptroller 
uses all means short of actual suspension. 

*1 Supervision in Texas is restricted to the receipt of 
budgets, the placement of municipal budgets into one 
file drawer, the mailing of a letter of acknowledgment 
to the city, and at the end of one year the removal of 
budgets submitted to a warehouse for storage. 
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Indiana, with no filing requirement, may 
conduct a thorough review if petitioned to 
do so by citizens. 

The most widely practiced method of 
budget implementation is the preparation 
of budget forms by a state agency. 
Twenty-one states prepare budget forms 
for use by their municipalities.” But, only 
thirteen states require the state prescrip- 
tion to be adopted.* The remaining leave 
the form of the budget document to local 
discretion. 


CONCLUDING OBSERVATIONS 


In the course of any investigation the in- 
vestigator draws from the over-all picture 
certain impressions. A few of these are 
presented here. 

The fact that a state has adopted a 
system of uniform accounts, audits, finan- 
cial reports, and/or budgets for its munic- 
ipalities does not mean that it has 
achieved a panacea for solving the opera- 
tive problems of municipal finance. If uni- 
formity is defined in the strict sense, it 
could well mean that state prescription 
does no more than compound the confusion 


# Arizona, Colorado, Connecticut, Indiana, Iowa, 
Kansas, Massachusetts, Mississippi, Montana, New 
Hampshire, New Jersey, New Mexico, North Dakota, 
Ohio, Oklahoma, Oregon, Pennsylvania, Virginia, 
Washington, West Virginia, and Wyoming. 

% Connecticut, Indiana, Iowa, Kansas, Mississippi, 
Montana, New Hampshire, New Jersey, New Mexico, 
Ohio, Oklahoma, Pennsylvania, and Wyoming. 
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and inefficiency of previous municipal 
practices. Rather than uniformity in pre- 
cise forms, procedures, and bases, the 
supervision had best be directed toward 
promoting uniformity in the larger pur- 
poses of terminology and scope. 

Compliance with state requirements is 
not easily achieved without sanctions to 
exercise against non-conforming munic- 
ipalities. Small municipalities with less 
skilled financial management are more 
likely to avoid compliance than are larger 
municipalities. Regardless of the size of 
the community, the success of state super- 
vision, to a large degree, is dependent 
upon the ability and understanding of 
local officials. This being the case, it would 
appear that the states would do well to 
divert more attention to the holding of 
short courses and instruction periods for 
these officials. 

In their supervision, states should con- 
stantly guard against inflexibility and 
excessive mandates which cannot be a 
successful substitute for qualified exercise 
of financial functions at the local level. 
The state should establish certain common 
standards relating to such matters as ac- 
counting, auditing, reporting, and budget- 
ing. Within these standards the municipal- 
ities should be allowed to function with the 
necessary flexibility to prevent their opera- 
tions from being stultified by meaningless 
restrictions. 
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ASSOCIATE MEMBERSHIPS 


tion, the numbers of new Associate Memberships are reported by schools. These 


F« THE INFORMATION of teaching members of the American Accounting Associa- 


include all applications processed by our Secretary’s Office during the period of 
August 13, 1954 through July 15, 1955. 


City College of New York (269) 
Lehigh University (104) 
Michigan State University (66) 
New York University (52) 

Ohio State University (67) 
University of California (53) 


Akron University 
John Carroll University 


Burdett College 
Canisius College 
Columbia University 


Boston University 

Brigham Young University 
Brooklyn University 

George Washington University 
Indiana University 


Baldwin-Wallace College 
Becker Junior College 
Dartmouth College 

Duke University 

General Motors Institute 
Golden Gate College 

Harper College 

Heald Business College 
Howard University 
International Accountant’s Society 
Iona College 

Kansas State Teachers College 
Long Island University 
Louisiana Polytechnic Institute 
Louisiana State University 


Abilene Christian College 

Alabama Polytechnic Institute 
Alfred State 

Amerswald 

Boston College 

Bradley University 

Catawba College 

Catholic University of Puerto Rico 
Central State College 

De Pau] University 

Drake University 

Eastern Washington College 

East Los Angeles Junior College 
East Texas State Teachers College 
Harbor Junior College 

Hastings College 

meme Green School of Accounting 


Over 50 members 


University of California (Los Ange- 
les) (57) 

University of Colorado (52) 

University of Illinois (124) 

University of Michigan (89) 

University of North Carolina (157) 


40-50 members 


McGill University 
New York State Agricultural and 
Technical Institute 


30-40 members 


Pace College 
Rutgers University 
University of Denver 


20-30 members 


LaSalle Extension University 
Marshall College 
Pennsylvania State College 
University of Florida 
University of Massachusetts 


10-20 members 


Northeastern Louisiana State 
Northeastern University 
North Texas State College 
Oklahoma University 
Pennsylvania Military College 
Queen’s University 
Sacramento State 

San Diego State College 

San Francisco State College 
San Jose State College 
Southern Illinois University 
Texas Christian University 
Texas Technological College 
University of Alabama 
University of Cincinnati 


5-10 members 


Iowa State College 

Johns Hopkins University 
LaSalle University 

LaSiona College 

Los Angeles State College 
Loyola University 

Memphis College of Accounting 
Mexico City College 
Muhlenberg College 

Phillips University 

Potomac State College 
Providence College 

St. John Fisher 

St. Joseph’s University 
Southeastern Louisiana College 
Southeastern University 


600 


University of Pennsylvania (Whar- 
ton) (122) 

University of Texas (64) 

University of Washington (91) 

Wayne University (57) 


Northwestern University 


University of Detroit 
University of Minnesota 
University of Tennessee 


University of Missouri 

University of Utah 

Walton School of Commerce 
Washington University (St. Louis) 


University of Dayton 
University of Georgia 
University of Miami 
University of Mississippi 
University of Nebraska 
University of North Dakota 
University of Puerto Rico 
University of San Francisco 
University of Southern California 
University of Tulsa 
University of West Virginia 
University of Wisconsin 
Wake Forest College 


Southern University 

Stanford University 

Stephen F. Austin State Teachers 
ollege 

Tennessee Polytechnic Institute 

Texas A & M 

University of Baltimore 

University of Buffalo 

University of Chicago 

University of Iowa 

University of Maryland 

University of Pittsburgh 

University of Portland 

University of Richmond 

University of Rochester 

Washington State College 

West Texas State Teachers College 
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Adelphi College 

American International Institute 

American University 

Army Audit Agency Educational 
Program 

Ashland College 

Augustana College 

Baltimore College of Commerce 

Bellarmine College 

Bently School of Finance 

Benton Harbor Commercial College 

Bowling Green State University 

Bryant College 

Bucknell University 

Butler University 

Candes CPA Coaching School 

Carnegie Institute of Technology 

Carroll College 

Catholic University of America 

Centenary College of Louisiana 

Central Michigan 

Claremont College 

Clark College 

College of Sequoias 

College of Steubenville 

Cornell University 

Creighton University 

Dalhousie University (Canada) 

Davidson College 

Dearborn Junior College 

Dennison University 

Detroit Institute of Technology 

Dillard University 

Drexel Institute of Technology 

East Carolina Teachers College 
(N. C.) 

Emmanuel Missionary College 

Emory University 

Estherville Junior College 

Evansville College 

Farleigh Dickenson College 

Florida Southern College 

Florida State University 

Fresno State College 

Furman University 

Gannon College 

Glendale College 

Grinnell College 

Harding College 

Henry Ford Community College 

Hofstra College 

Jusson College 

Idaho State College 

Illinois Wesleyan University 


Associate Memberships 


Less than 5 members 


Immaculate Conception Seminary 

Institute of Chartered Accountants 
of Ontario 

International Correspondence School 

Kent State University 

Kentucky State 

Lafayette 

Lamar State College of Technology 

LaVerne College 

LeMoyne College 

Long Beach City College 

Los Angeles City College 

Lycoming College 

Marquette University 

Marylhurst College 

McCoy College 

McMaster University 

McNeese College 

McNeese State College 

Metropolitan Business College 

Miami University (Ohio) 

Milton College 

Mississippi State College 

Monmouth Junior College 

Montana State University 

Mt. Allison University 

Mt. Marty College 

Newberry College (S. C.) 

North Illinois State Teachers College 

Norwich University 

Ohio University 

Oklahoma A & M College 

Oklahoma Baptist University 

Pan American 

Peabody College 

Perry Business School 

Phoenix College 

Pierre Junior College 

Reid CPA Coaching 

Ricks Colle 

Rockhurst College 

Roosevelt College 

Russell Sage 

St. Benedict’s 

St. Edwards University 

St. Thomas College 

St. Vincent College 

Sal Ross State College 

San Bernardino Valley College 

Seton Hall University 

Shasta College 

Siena College 

Sinclair Col 

South Dakota State College 
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Southern Methodist University 
Southwestern Louisiana Institute 
Southwestern State 

Spring Hill College 

Stetson University 

Strayer College 

Success Business College 
Syracuse University 

Texas A & I 

Texas Lutheran College 
Texas Wesleyan College 
Texas Western College 
Tulane University 

Union College 

University of Alaska 
University of Arizona 
University of Arkansas 
University of the East (P. I.) 
University of Goettingen 
University of Hamburg (Germany) 
University of Hawaii 
University of Houston 
University of Kansas 
University of Kansas City 
University of Kentucky 
University of Louisville 
University of New Mexico 
University of Omaha 
University of Oregon 
University of Panama 
University of Santa Clara 
University of South Carolina 
University of Toledo 
University of Virginia 
University of Wyoming 

U. S. A. F. Army Education Center 
U. S. Department of Agriculture 
Upsala College 

Victoria College 

Villanova University 

Virginia Polytechnic Institute 
Washburn University 
Washington & Jefferson 
Washington & Lee University 
Western Michigan College 
Western Reserve University 
Westminster 

West Virginia State College 
Wichita Universit 

William & Mary College 
Wofiord College 

Wright Junior College 
Xavier University 

Y. M. C. A. Institute 
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CASH CONTROL SYSTEM IN 
COMMUNISTIC CHINA 


STEPHEN THOMAS SMITH 


the currency now circulated in com- 

munistic China. It is usually ab- 
breviated as JMP$. The notes are issued 
only by the People’s Bank of China. They 
are inconvertible paper money, and 
neither gold nor foreign exchange has been 
provided as reserves. 

A currency reform was carried into 
effect on March 1, 1955. The new cur- 
rency issued on or after that date was 
called new “Jinminpi” as distinguished 
from the old one, and the conversion rate 
was fixed at 10,000 “old” to one “new.” 
The current official rate of new JMP$ for 
US$ is new JMP$ 2.227 to US$ 1, but the 
market rate stands around new JMP$4 to 
US$ 1. The volume of notes in circulation 
is estimated at six billions (equivalent to 


US$ 2 billions). 


(the ‘People’s Money’’) is 


SOVIET RUBLE CONTROL 


Chinese communists generally follow 
Soviet communists. There is no excep- 
tion in accounting. The cash control sys- 
tem in Communistic China is practically 
an extension of that in the U.S.S.R. 

Simply speaking, there are three parts 
in the Soviet Ruble Control System: cash 
control; credit control; and transfer con- 
trol. The operation may be summarized as 
follows. 


Cash Control 


A limit for cash in hand is laid down by 
the cash control authority. All cash exceed- 
ing the approved limit must be deposited 
into the central bank. 


Credit Control 


1. Credits are strictly classified into 
short-term and long-term categories. 


2. Short-term credit is financed and 
governed by the central bank. 

3. Long-term credit, i.e. the source of 
fixed capital, is financed and governed by 
the industrial bank. 


Transfer Control 

1. All business units and government 
departments must open individual ac- 
counts in the central bank. 

2. Settlements among business units 
and government departments must be 
effected by transfers through the central 
bank. Cash settlement is restricted. 


DEMOCRATIC CONTROL VERSUS COM- 
MUNISTIC CONTROL 

There is no inland cash control in 
democratic countries. Certain cash control 
systems now exist for entry only. For ex- 
ample: the limit of ten Pounds Sterling in 
cash for entry into the United Kingdom, 
the limit of Fr. 4,000 in cash for entry into 
France, and the limit of Ticals 1,000 for 
entry into Thailand. 

The democratic cash control differs 
from the Soviet cash control, not only in 
the operation but also in the object. The 
chief purpose of the democratic cash con- 
trol is to insulate the abnormal fluctuation 
of cash circulated in foreign countries in 
order to stabilize the external value of the 
currency in foreign exchange market. The 
purpose of the Soviet cash control can be 
discussed under two headings: 


Economic Object 

1. To establish planned economy: By 
the cash control system, the central bank 
effectively controls the receipts and dis- 
bursements of all organizations. Thus it 
controls one of the important phases of the 
national economy. 
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2. To create long-term credit for in- 
dustrialisation; as al] floating cash is con- 
centrated in the central bank only, the 
central bank will be able to transfer it into 
long-term investment, a fundamental re- 
quirement for industrialisation. 

3. To stabilize commodity prices; in the 
absence of bank credit, prices are deter- 
mined by the volume and speed of cur- 
rency in circulation. Since the cash in 
hand and cash settlements are limited, the 
volume and speed of money in circulation 
can be reduced and controlled by the cen- 
tral bank. Prices can, therefore, be stabi- 
lized. 


Political Object 


Revolutionary operations, and espio- 
nage activities, require funds. If cash is 
strictly controlled by the central bank, it 
will be very difficult to have and use 
political funds without the knowledge of 
the government. 


TRIAL PERIOD OF CASH CONTROL IN 
COMMUNISTIC CHINA 


Chinese communists started the cash 
control system in Manchuria on January 
10, 1950, just half a year before the Korean 
War. 

The chief measures were: 

1. Business budgets were to be prepared 
by individual business units, a copy to be 
submitted to the central bank. 

2. Settlements were to be made through 
the central bank in accordance with the 
appropriate budget. Cash settlements or 
credit grants among business units were 
prohibited. 

3. Long-term investments and short- 
term investments of businesses were to 
be strictly separated. The former is 
governed by the Ministry of Finance, 
while the latter is financed by the central 
bank. Long-term funds could not be 
transferred to meet short-term require- 
ments. 
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4. Daily cash receipts were to be de- 
posited in the central bank. Cash on hand 
was limited for petty cash of one-day re- 
quirement only. 

5. Monthly cash budgets were to be 
prepared and submitted to the central 
bank for approval. Withdrawals of de- 
posits could be made only against the 
approved cash budget. 


“Decision concerning Cash Control” 


After three months of the trial period, 
on April 7, 1950, the State Department of 
the Chinese Communistic Government 
issued a document, known as the “Deci- 
sion concerning Cash Control.” The 
Korean War began three months later and 
it is likely that the success of the “cash 
control”’ strengthened the national econ- 
omy. 

In accordance with the “Decision con- 
cerning Cash Control,” the operations are 
as follows: 

1. The People’s Bank of China is 
formally appointed the central bank in 
charge of cash control. 

2. The Limit of cash in hand is revised 
to meet normal requirements for three 
days. In rural communities where banks 
are not available, the limit is relaxed to 
one month requirement. 

3. Local settlements are made by means 
of the “Transfer Check” through the 
People’s Bank. 

4. Port settlements are made by means 
of the “Transfer Remittance” through 
the People’s Bank. 

5. Cash drawings from the People’s 
Bank are limited to the payment of wages, 
payment of rural puchases where banking 
facilities are not available, and petty cash 
payment only. Cash budgets are in all 
cases necessary. 


Cash Budgets 


The cash budget is an essential factor in 
the cash control system. The cash budget 
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in Communistic China may be classified 
into threee categories. 

1. Unit cash budget—this is the pri- 
mary cash budget compiled by each unit. 
The cash budget is based on: (a) the pro- 
duction budget of the industrial unit, (b) 
the trade budget of the trading unit, and 
(c) the expenditure budget of the executive 
unit. 

2. Area cash budget—this is the con- 
solidated cash budget of approved unit 
cash budgets. The work is done by area 
branches of the People’s Bank. 

3. National cash budget—this is the 
consolidated cash budget of approved area 
cash budgets. The work is done by the 
Head Office of the People’s Bank. 

In the compilation, cash items and 
transfer items must be separated. There- 
fore, there are four totals in the cash budg- 
et: cash receipt, cash disbursement, 
transfer receipt, and transfer disburse- 
ment. 


APPRAISAL OF THE CASH CONTROL SYSTEM 


The cash control system in Communis- 
tic China has succeeded in maintaining 
comparative stability in commodity prices. 
This is revealed by the following index 
figures for wholesale prices: 


1950 


ist ten days 
2nd ten days 
3rd ten days 
April ist ten days 
2nd ten days 
3rd ten days 
May ist ten days 
2nd ten days 
3rd ten days 
June 1st ten days 
2nd ten days 
3rd ten days 


March 


Oe 


Such stability in wholesale prices has not 
occurred since 1940. There were some 
fluctuations during the Korean War but 
generally price levels remained stable. 

As a result of the concentration of 
receipts and disbursements in the People’s 
Bank, the accounting duties of the Bank 
have become extraordinarily heavy.’ It is 
estimated that the number of employees 
of the People’s Bank exceeds 400,000 while 
those of four national banks during the 
Nationalist’s control totaled only 35,000. 
Despite the huge increase of staffs by 
more than ten times, it is very usual to 
work twelve hours or more a day to carry 
out the heavy accounting duty. 


1 Lenin said, “A communistic bank shall be the ac- 
counting center of national receipts and disbursements, 
and the statistical center of production and distribu- 
tion.” 
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FACULTY FELLOWSHIPS IN INDUSTRIAL 
AND PROFESSIONAL ACCOUNTING 


COMMITTEE ON FACULTY RESIDENCY 


attracting increasing attention and 
support as the advantages which 
they afford to industry and to the colleges 
have become better appreciated. It is sig- 
nificant that several non-profit organiza- 
tions, which have been leaders in the de- 
velopment of such programs, have assisted 
in arranging fellowships with various firms 
for over 600 college and university teachers. 
Faculty members receiving such fellow- 
ships, whether teachers of business sub- 
jects or of the liberal arts, have gained an 
insight into practical business problems 
and a firsthand understanding of the 
American system of free enterprise in 
actual operation, many of them for the 
first time. Participating firms believe that 
the program has definitely contributed 
towards an improvement in the standards 
of teaching and that it has been valuable, 
too, in obtaining objective appraisals and 
reviews of their own activities. 


Preset FELLOWSHIPS in business are 


THE A.A.A.’S ROLE IN ENCOURAGING 
FELLOWSHIPS 


Because teachers of accounting are 
training students specifically for careers in 
business or in the accounting profession, 
the faculty fellowship program is partic- 
ularly adapted to their needs and to those 
of companies which will later employ 
their students. Through direct experience 
with managements’ current problems and 
with modern accounting techniques, par- 
ticipating fellows gain a clearer over-all 
comprehension of accounting at work, and 
are better able to give their students the 
up-to-date training which will be most 
valuable to them and to their future em- 
ployers. 
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In the interests of raising the standards 
of accounting teaching, the A.A.A., whose 
membership, in addition to many ac- 
countants in industry and the profession, 
include almost all teachers of accounting 
at accredited colleges and universities in 
the United States, offers its services to 
interested companies which might wish to 
grant such fellowships. The Association 
will be glad to inform firms of members 
who are available, but the selection of fel- 
lows is left entirely to the company. The 
Association serves only as a clearing house 
and, where desired, as an adviser to in- 
terested firms as to appropriate fellowship 
arrangements and study programs. 


PERIODS OF STUDY 


Faculty fellowships usually are arranged 
for the summer months and may be for 
varying periods. Often they are for six 
weeks, but they can be set up for a shorter 
period such as four weeks, or for as long 
as an entire summer or college quarter. For 
teachers on sabbatical leave, fellowships 
might even be provided for as long as a 
year, but these are generally restricted to 
cases where a firm wishes a special project 
carried out or has an actual position open, 
and hence might be more in the nature of 
actual employment than a fellowship. 
These longer periods are of course ideal for 
faculty members wishing to obtain ex- 
perience in specific areas of industrial 
accounting or on the staff of public ac- 
counting firms. 


COST OF FELLOWSHIPS 


A popular method of financing fellow- 
ships has been for the firm to pay trans- 
portation costs from the campus to the 
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company’s office, in addition to an amount 
of $500 to cover living expenses for six 
weeks. Some companies, however, may 
wish to adapt the financial arrangements 
to the circumstances of the particular fel- 
low, taking into account such matters as 
cost of living in the area, marital status 
and dependents, and faculty salary, in 
which event the cost might run somewhat 
higher. In addition, it is of course recog- 
nized that fellowships require a certain 
amount of time of administrative per- 
sonnel, both for advance planning and for 
consultations with the fellow, inasmuch as 
a two-way exchange of information and 
ideas is important to the success of the 
fellowship. 


PLANNING THE FELLOWSHIP CURRICULUM 


Details of the fellowship program will 
depend upon the training, experience, and 
wishes of the faculty member, and on the 
company’s operations. In many cases ac- 
tual operating experience may be arranged 
to supplement periods of study and ob- 
servation. Special projects may be partic- 
ularly suitable, such as cost studies and 
analyses, or reviews of systems of internal 
accounting controls. As in the case of pub- 
lic accounting firms actual auditing ex- 
perience may be desirable. 

It has been found advantageous for the 
firm to encourage free inquiry into all 
phases of its operations and to request a 
report by the fellow of his experience, to- 
gether with any suggestions which he 
thinks might be of interest. 


The Association will be glad to pass 
along to interested companies the pro- 
grams which have proved particularly 
successful for the past fellowships and, 
where desired, to mention companies al- 
ready participating in fellowship programs 
to which direct inquiries may be addressed. 
Members are asked to inform the Faculty 
Residency Committee of firms known to 
be interested in such a program. 


SELECTION OF FELLOWS 


While it is understood that the Associa- 
tion is just inaugurating its program and 
therefore can give no assurance that all of 
those applying will be selected, interested 
A.A.A. members making careers of account- 
ing are encouraged to complete an ap- 
plication form. Forms may be secured by 
writing to 

Alton G. Sadler, Chairman 
Faculty Residency Committee 
School‘of Business Administration 
University of North Carolina 
Chapel Hill, N. C. 
All applications should be filed by January 
15, 1956. 

Interested firms should write or call 
Alton G. Sadler (telephone 9-1851, Chapel 
Hill, N. C.) by February 15, 1956, for in- 
formation relative to available candidates. 
It should be understood that the A.A.A. is 
serving entirely in a liaison capacity, with 
final selection completely dependent upon 
the company itself. It is hoped that ar- 
rangements in each case will be completed 
by April 1, 1956. 
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INTEREST RATES CHARGED ON 


INSTALLMENT PURCHASES’ 


RatpH R. Botts AND FRED L. GARLOCK 
Agricultural Economists, U. S. Department of Agriculture 


plan is a widely accepted practice. 
Yet few buyers know the interest- 
rate equivalent of the carrying charges 
they pay for installment credit. That it is 
usually relatively high no one denies. This 
situation has led to suggestions from some 
quarters that sellers be required to specify 
on their sales contracts the interest-rate 
equivalent of their service charges, so that 
buyers will be better able to determine 
whether they are paying “too much” for 
the privilege of using installment credit. 
By the end of 1950, 12 states had passed 
laws to contro! installment financing in 
various ways; but no state requires that 
the finance charge be stated as an annual 
interest rate.2 Perhaps one reason why 
state laws have not required the posting 
of equivalent annual interest rates is that 
several methods of computing rates are in 
use and all are apparently recognized as 
valid. This creates a confusing situation. 
It is desirable, therefore, to review some of 
the more commonly used methods of com- 
puting equivalent rates and try to deter- 
mine whether certain of them should be 
favored over others. 
The following problem is taken as a 
basis for discussion: 


Rvs SELLING on the installment 


An article advertised for $200 cash may be bought on 
time for $50 down and $20 a month for 8 months. What 


‘The authors are indebted to Hugh E. Stelson, 
Michigan State College, Ralph W. Snyder, of Geo. S. 
Olive & Co. and Wm. H. Rowe, of the U.S. Dept. of Ag- 
riculture, for helpful suggestions and criticisms. 

? For further discussion, see articles by W. P. Mors, 
in the January and April issues, 1943, and in the Octo- 
ber, 1950, and January, 1951 issues of the Journal of 
Business. Also see article by Johnson and Gregory, in 
the April, 1953 issue of the same Journal. 
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equivalent annual rate is charged if it is bought on time? 

The symbols described below are used. Their values 
for the illustrative problem are shown in the column on 
the right. 


i or d| Equivalent annual interest or dis- ? 
count rate 


n Number of payments 8 
p Periodic (monthly) payment $20 
m Payment periods in one year 12 
C Cash price... alsoequaltothecash | $200 

received when money is borrowed 
D Down payment... always equals $50 

zero when money is borrowed 
pn | Sum of future installments=C—D | $160 


+I 
Q Interest and service, or carrying 
charge .. . equals n+-D—C $10 
18 monthsX$20= pn $160 
Down payment = D 50 
210 
Cash price=C 200 
Carrying charge=J 10 


Eight methods of computing the rate 
equivalent of the service charge in the il- 
lustrative problem may be considered. 
These methods may be grouped into two 
broad categories, as shown in table 1. 
First is a group of four methods which 
apparently were developed from various 
practices of sellers or lenders in crediting 
the service charge on installment contracts 
to income.* These are shown under the 
heading ‘“‘Accounting Approach.” Second 
is another group of four methods, all of 
which are derived by methods of comput- 
ing the present value of future payments. 
They appear under the heading “‘Present- 
Value Approach.” 

* For further discussion, see the Installment Mathe- 


matics Handbook, M. V. Ayres (Ronald Press, New 
York, 1946). 
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TABLE 1 
BALANCES OUTSTANDING, B¥ MONTHS, AND ANNUAL RATE EQUIVALENTS OF THE CARRYING CHARGE! 


Balance outstanding at beginning of month 
Accounting approach Present-value approach 
Month 
Priority Constant- Direct- Residuary 
plan ratio plan* ratio plan plan plan? plan value plans! 
(1) (2) (3) (4 (5 (6) (7) (8) 
Dollars Dollars Dollars Dollars Dollars Dollars Dollars 
1 150 150.00 150.00 150 160 150.00 150.00 
2 1408 131.25 132.228 130 140 130.30 132.19 
3 120 112.50 114.16 110 120 110.88 114.12 
4 100 93.75 95.83 90 100 91.74 95.78 
5 80 75.00 77.22 70 80 72.88 77.18 
6 60 56.25 58.33 50 60 54.28 58.30 
7 40 37.50 39.16 30 40 35.94 39.15 
8 20 18.75 19.72 107 20 17.85 19.72 
Total 710 675.00 686.64 640 720 663 .87 686.44 
Equivalent 
annua! rate® .169 .178 .175 .167 .175* 


1 Cash price of article $200. On time, it may be bought for $50 down and $20 a month for 8 months. Carrying 


charge is equal to $10 or $50+-(8 $20) —$200. 


2 Finance charge distributed over the 8 months at rate of $1.25 per month; therefore principal is reduced by 


only $18.75 per month. 


? The finance charge of $10 is added to cash price ($200) less the down payment ($50), making the beginning 
balance $160. The latter figure is also 8X $20. This plan is also known as the “‘Series-of-payments’’ plan. 
4 Monthly rate of 1.457 per cent applied to outstanding balance. Interest for first month is $2.19 (or 0.01457 


$150), leaving $17.81 for reduction of principal. 


5 Finance charge of $10 is deducted from first payment of $20, leaving $10 for reduction of principal; therefore 
the balance at beginning of second month is $150-$10 or $140. 

* The sum of the digits from 1 to 8 (the number of payments) is 36; therefore 8/36 of the finance charge, or 
$2.22, is taken from first payment, leaving only $17.78 to be applied toward principal. During the second month, 
7/36 of the $10 or $1.94 is earned, leaving $18.06 for reduction of principal. 

7 All the finance charge ($10) is taken out of last payment, leaving only $10 for reduction of principal. 

* Finance charge (of $10) divided by one-twelfth of total shown just above annual rate, except for present-value 

lan (see footnote 9). For example, one-twelfth of $710=$59.17 and $10+$59.17=0.169 or 16.9 per cent for the 


riority Plan. 


® This rate (0.175) is for the small-loan plan. It is 12 0.01457. It may also be obtained by dividing $10 by one- 
twelfth of $686.44. The rate for the present-value plan is 0.190. The only difference between the small-loan and 
present-value plans is that under the latter the monthly rate (0.01457) is converted to an effective annual rate, 
er is, (1.01457)'*— 1=0.1896 or approximately 19 per cent. As shown, the monthly balances are the same under 
th plans. 


THE ACCOUNTING APPROACH 


The group of methods described by the 
heading “Accounting Approach” includes 
the following: 


The priority, or yield-minimum, plan, under 
which the finance charge is considered to be 
deducted from the first payment. If this charge is 
more than the periodic payment, the excess is 
deducted from the second payment before the 
remainder is applied toward reduction of prin- 
cipal. 

The constant-ratio, or uniform, plan, under 
which the finance charge is considered as being 


divided equally over the installment period; that 
is, the seller or lender credits his income account 
with an equal part of each installment.‘ 

The direct-ratio, or 12/78, plan, under which 
the finance charge is considered as being appor- 
tioned over the installment term in decreasing 
amounts; that is, the seller or lender credits a 
decreasing proportion of the periodic payment to 
his income account. 

The residuary, yield-maximum, or Merchant’s, 
plan, under which the finance charge is considered 


4 Snyder’s Essential Business Mathematics (1947 edi- 
tion), pp. 182-183; also Cassidy and Robusto’s Business 
Mathematics (1952 edition), p. 98. 
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TABLE 2 


BALANCE OUTSTANDING AND DISTRIBUTION OF 
MonTHLY PAYMENT, First 3 MONTHS AND 
Last MONTH OF INSTALLMENT PERIOD, 


BASED ON ILLUSTRATIVE EXAMPLE 


Beginning of month End of month 
Balance Payment 
Paid on Total 
Month principaP paid! 
| @ | & (5) 
Dollars Dollars | Dollars | Dollars 
Priority method 
1 150 10 10 20 
2 140 20 0 20 
3 120 20 0 20 
8 20 20 0 20 
Constant-ratio method 
1 150.00 18.75 1.25 20 
2 131.25 18.75 1.25 20 
3 112.50 18.75 20 
8 18.75 18.75 1.25 20 
Direct-ratio method 
1 150.00 17.78 2.22 20 
2 132.22 18.06 1.94 20 
3 114.16 18.33 1.67 20 
8 19.72 19.72 0.28 20 
Residuary method 
1 150 20 0 20 
2 130 20 0 20 
3 110 20 0 20 
8 10 10 10 20 
Simple-discount method 
1 160 20 
2 140 20 
3 120 20 
8 20 20 
Simple-interest method 
1 150.00 19.70 0.30 20 
2 130.30 19.42 .58 20 
3 110.88 19.14 .86 20 
8 17.85 17.85 2.15 20 
Small-loan and present-value methods 
1 150.00 17.81 2.19 20 
2 132.19 18.07 1.93 20 
3 114.12 18.34 1.66 20 
8 19.72 19.72 0.29 20 


1 The balances in this column are shown in table 1 


for each month, by methods. 


to be deducted from the final payment or, if it 
amounts to more than the periodic payment, any 
excess is deducted from the next-to-last payment.® 
Under this plan, the seller or lender therefore 
credits his income account out of the last install- 
ment(s). 


By each of these methods, the service 
charge is considered to be $10 in the illus- 
trative problem. In each case, the account 
balance of the purchaser is considered to 
start at $150 and to be reduced monthly 
during the term of the contract as shown 
in table 1. However, the amounts by which 
the account balances are reduced vary ac- 
cording to the method used in taking the 
payments into income, as shown in table 2. 
From the total of the account balances 
(table 1) and the service charge, the rates 
according to the four methods described 
above may be computed as follows: 


Priority 169 
Constant ratio wea 178 
Direct ratio Naso"? 175 
Residuary 1875 


Formulas for the computation of these 
rates and those for the other four methods 
are shown in table 3. Use of these formulas 
makes it unnecessary to construct a table 
of beginning-of-the-month balances in 
computing a rate, although the latter pro- 
cedure may sometimes be as easy as the 
use of formulas, particularly for the shorter 
installment terms. These formulas are ap- 
plicable only for the common case in 
which all installments are equal in amount. 


Richtmeyer and Foust’s Business Mathematics 
(1950 edition), p. 213. 


* Except for simple-discount method, the gynee 
on principal shown in this column add to $150. 
Except for simple-discount method, the payments 
on the finance charge shown in this column add to $10. 
‘For each method, the monthly payments in this 
column total £160, 
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TABLE 3 


FORMULAS FOR COMPUTING THE INTEREST-RATE EQUIVALENT OF CARRYING CHARGES ON 
INSTALLMENT SALES OR BORROWED MONEY 
(All installments equal in amount) 


Rate for 
Method | Formula for i or d yo 
2mI 
Priority! pn(n-+1)—21 0.169 
2mI 178 
onstant ratio 
| (C=D)(m+1) 
6mI 175 
rat 
irect ratio | (3pm (n-+1) |—21 75 
2mI 
Residuary? 1875 
[2(C—D) — ph ](h+1) 
2mI 
Simple discount or Series-of-payments neal. .167 
Simple interes 181 
} m+i m+2i mt+3i m+ni mp 
c-D 
Small loan 175 
All values known except r. After solving for r, then ¢= 12r 
Present value Same as small-loan method except 
.190 


1 Accurate in the typical case where amount of carrying charge J is less than the periodic payment #. A formula 
applicable when J is greater than p is given by Ayres in “Installment Mathematics Handbook.” 


C-D 


since 


As indicated in footnote 1 to table 3, one 
of the formulas gives a precise answer only 
when the finance charge amounts to less 
than the periodic payment. 

The rates shown above can be computed 
by simple-discount methods if the service 
charge is omitted from the payments to 
be discounted. Solving for d in the equa- 


Priority method 

Constant-ratio method 
+($18.75(1—8d/12)+$1.25] 

Direct-ratio method 
+[$19.72(1—8d/12)+0.28] 


Residuary method 


? Symbol / represents the integral number of times / is contained in the cash balance C—D. In the example, 
7 


tions given below, we find that the service 
charge of $10 is deducted from both sides 
of each equation, thus causing aggregate 
payments of only $150 to be discounted 
to a present value of $140. As shown in the 
next section, true simple discount requires 
that all of the payments totaling $160 be 
discounted to a present value of $150. 


$150= - - - +$20(1—8¢/12) 
$150= [$18.75(1—d/12) +$1.25]+ ($18. 75(1—2d/12)+$1.25]+ --- 


$150= +$1.94]+ --- 


$150=$20(1—d/12)+ -- - +$20(1—7d/12)+ - - -+[$10(1—8d/12) +$10] 
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The four methods of rate computation 
described under “Accounting Approach”’ 
are relatively easy to apply. As stated 
earlier, they apparently were developed 
from various practices of sellers or lenders 
in crediting to income their service charges 
on installment and loan contracts. On the 
same contract, the rates computed depend 
on the accounting practices used. It seems 
obvious that all of these rates cannot be 
accurate from a mathematical standpoint. 
For that reason, attention is now turned 
to the methods grouped under the present 
approach, which are based—not on ac- 
counting procedures—but on mathemat- 
ical concepts. 


THE PRESENT-VALUE APPROACH 


A true discount (or interest) rate would 
appear to be one that will make the two 
purchase plans offered by the seller equiv- 
alent at the date of sale. A buyer may ob- 
tain the article for $200 cash or he may 
buy it on time by paying $50 down and 
$20 a month for 8 months. Basically, the 
problem appears to be, ‘‘At what rate of 
discount (or interest) can 8 monthly in- 
stallments of $20 each be made equal to 
the difference between the cash price 
($200) and the down payment ($50)?” 


SIMPLE-DISCOUNT METHOD 


A rough but easy approach to this 
problem of discounting future install- 
ments to equal the difference between the 
case price C and the down payment D is 
to set up an equation using the simple- 
discount rate d as follows: 


$200 = 
+--+ +$20(1—7d/12) 
+$20(1—8d/12). 
Solving for d gives 16.7 per cent. This is 
the rate shown in column 6 of table 1. 


There it was obtained by dividing the 
finance charge ($10) by one-twelfth of 
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the sum of the assumed beginning-of-the- 
month balances, starting with $160 for 
the first month.* It appears that the sim- 
ple-discount rate can be obtained from 
the sum of the beginning-of-the-month 
balances only by including the finance 
charge as part of the beginning balance. 

The simple-discount method, also called 
the series-of-payments method, is easy 
to apply. However, rate equivalents com- 
puted by this method are not interest rates. 
For example, the present value of a future 
installment, at simple discount, cannot be 
treated as an amount that will “grow” at 
the same percentage rate to an amount 
equal to the periodic payment when it be- 
comes due. Discount rates are based on 
maturity values (amounts to be paid), 
whereas a present value that is computed 
by simple or compound-interest methods 
will grow to its maturity value at the com- 
puted rate. Rates computed by the simple- 
discount method are less than comparable 
rates computed at simple or compound 
interest.’ The latter, however, are more 
difficult to determine. 

The general formula for a simple-dis- 
count rate equivalent 


2mI 
pn(n+1) 


may be derived by solving the following 
equation for d 


C=D+p(1—d/m)+p(1—2d/m)+ --- 
+ p(1—nd/m). 
It may also be obtained by dividing the 


6 See table 2 for details with respect to the first three 
and last months. The equivalent of this method is given 
in Rosenberg’s Business Mathematics (fourth edition), 
p. 323; in Richtmeyer and Foust’s Business Mathe- 
matics (1950 edition, p. 212; and in Van Tuyl’s Business 
Arithmetic (1947 edition), p. 341. It is, however, called 
an interest rate. 

7 Tn an article in the July, 1952 issue of this REview 
(p. 366), Stelson shows that the results of four of the 
methods are arrayed, from lowest to highest, as follows: 

(Simple discount) < (Small loan) < (Constant ratio) 

<(Residuary) 


| 
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TABLE 4 
Suspte-Discount METHOD: BREAKDOWN OF PRESENT 
VALUE OF FuTuRE INSTALLMENTS AND AMOUNT 
or Discount, By Monts, BASED 
on 


Months Present value Discount or Amount of 
before installment 
of future Sinance payable at 
Number Dollars Dollars Dollars 

1 19.72 0.28 20 

2 19.44 .56 20 

3 19.17 .83 20 

4 18.89 1.11 20 

5 18.61 1.39 20 

6 18.33 1.67 20 

7 18.06 1.94 20 

8 17.78 2.22 20 

Total 150.00 10.00 160 


1 Discount rate 16} per cent a year; installment term, 
8 months; periodic payment, $20. 

? Collected as installments are paid. Figures in this 
column are the same as for the direct-ratio method ex- 
cept that they are in reverse order. 


carrying charge I by 1/m times the sum 
of the assumed beginning-of-the-month 
balances, starting with pm for the first 
month. This sum also includes a balance 
of pn— p for the second month, pn—2p for 
the third month, and pn—p(m—1) for 
the last month. The sum of these balances 
is pn(n+1)/2. Multiplied by 1/m, the re- 
sult is pn(m+-1)/2m, and 


2mI 
pn(n-+1) 


A discount rate equivalent based on 
assumed beginning-of-the-month balances 
must include the finance charge in the 
first month’s balance, that is, the begin- 
ning month’s balance must include or be 
the sum of all future payments, because 
discount is figured on maturity values 
rather than present values. 


SIMPLE INTEREST 


The viewpoint might be taken that the 
seller has “loaned” the buyer the differ- 
ence between the cash price and the down 
payment. This amount (C—D) might be 


considered as the sum of the present values, 

at simple interest, of the respective future 

payments. The question, then, is... At 

what simple-interest rate would these 

amounts “grow” to the amount of each 

monthly payment by the time it becomes 
$150=20 | 


due? In the example 
1 1 
1+1/12 1+ 21/12 


1 


By substituting successive values of i in 
the simplified equation, the summation of 
the reciprocal series is found to be 0.6251607 
when i1=0.180. For 1=0.181, it is found 
to be 0.6249478. So, by interpolation, the 
required value of 7 is 0.180756, or 18.0756 
per cent. 

In table 5, the $150 “borrowed”’ is made 
up of the amounts shown in column 3. 
The $19.70 for the first month “grows” 
to $20 at the end of the first month at an 
annual rate of 0.180756, or a monthly rate 
of 0.015063. At that time, it is paid to the 
“lender.” The $19.43 “grows” to the $20 
that is paid at the end of two months, and 
so on.* The distribution of the finance 
charge, by months, is shown in column 4. 

The annual rate at simple interest also 
may be verified by dividing the finance 
charge ($10) by one-twelfth of the sum 
of the beginning-of-the-month balances 
($663.87). 

From the preceding discussion, it can 
be seen that the computation of an equiva- 
lent annual rate at simple interest is very 
complex. A rate so computed is compa- 
rable to one computed on money borrowed 
from a lender who charges interest on the 


* If interest at 0.015063 per month were collected 
on the unpaid balance, compound interest would be 
charged and the last payment of $20 would lack 36 cents 
of canceling the debt. It takes a monthly rate of only 
0.01456 to exactly amortize the $150 in 8 months at 
= month. (See small-loan and present-value meth- 
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TABLE 5 


Suspte-INTEREST METHOD: BALANCES OUTSTANDING 
py MONTHS AND DISTRIBUTION OF MONTHLY 
PAYMENT BETWEEN PRINCIPAL AND FINANCE 

CHARGE, BASED ON EXAMPLE 


Beginning of month End of month 
Balance Paid on 
Paid on Total 
onth | outstand- nance 
ing princi pal paid 
(D (2) (3) (4) (5) 
Number| Dollars Dollars Dollars | Dollars 
1 150.00 19.70 0.30 20 
130.30 19.42 58 20 
3 110.88 19.14 .86 20 
4 91.74 18.86 1.14 20 
5 72.88 18.60 1.40 20 
6 54.28 18.34 1.66 20 
7 35.94 18.09 1.91 20 
8 17.85 17.85 2.15 20 
Total | 663.87 150.00 10.00 160 


loan at its maturity date. As applied to 
installment credit, the simple-interest 
method may be thought of as a series of 
individual loans at the beginning of the 
installment term. Each is equal to the 
present value, at simple interest, of a fu- 
ture installment. Their total is equal to 
the difference between the cash price C and 
the down payment D. Each will grow to 
meet a periodic payment in the allotted 
time at the computed rate. The interest 
is therefore collected at maturity date out 
of the maturity value (periodic payment). 
The complexity of the calculations in- 
volved is, however, an insurmountable 
argument against extensive use of the 
method.° 


COMPOUND INTEREST 


At compound interest, the cash price 
($200) must equal the down payment 


_ * The relation between a simple-discount rate and a 
simple-interest rate for a series of payments is . 


n(n-++1) +a 


The formulas d=i/1+-ni and i=d/i—nd do not apply 
in converting from i to d or from d to ¢ when aseries 
of payments is involved. 


($50) plus the present value, at the 
monthly rate r, of the series of $20 pay- 
ments to be made for 8 months in the 
future. After solving for r, this monthly 
rate may then be converted to an equiva- 
lent effective annual rate i. For example, 
in the equation 


$200 = 
+$20(1+r)-* 
7.5. 


By interpolation in tables showing the 
present value of an annuity of $1 per 
period, r=0.01457. But since 1+i= 
(1.01457), by logarithms, i=0.190 or 
19 per cent.!° 

The reasoning behind the compound- 
interest method is the same as for the 
simple-interest method: What rate will 
make the present value of future install- 
ments equal to the difference between the 
cash price C and the down payment D? 
This present value for each installment 
may then be brought forward to the due 
date at the required rate, at which time, 
with interest, it exactly equals the amount 
of the installment. The following tabula- 
tion shows, on this basis, the present val- 
ues of the respective installments, and the 
amounts of interest included in each: 


Present value at beginning Interest due at 
of installmeni term maturity dale 
Dollars Doilars 
19.71 0.29 
19.43 57 
19.15 
18.88 1.12 
18.61 1.39 
18.34 1.66 
18.07 1.93 
17.81 2.19 
150.00 10.00 


The computed monthly rate (0.01457) 
also may be used to amortize the debt 
($150) by payments of $20 a month for 8 


10 See table 2 and column 8 of table 1. The nominal 
rate by the small-loan and direct-ratio methods is 12¢ 
or 12X0.01475, which equals 17.5 per cent. 
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months, as shown in tables 1 and 2. If 
this procedure is followed, the order of 
magnitude of the interest payments is re- 
versed from that shown above. The begin- 
ning balance of $150 draws $2.19 interest 
for one month, so that $17.81 is left for 
reduction of principal out of the first in- 
stallment (table 2). The balance at the 
beginning of the second month ($132.19) 
draws $1.93 interest, and $18.07 is left for 
reduction of principal. The balance at the 
beginning of the third month is therefore 
$114.12. At the beginning of the eighth 
month, the balance outstanding is $19.72. 
At the end of the eighth month, the inter- 
est on $19.72 at 0.01457 is 29 cents. The 
last payment of $20 therefore pays off the 
debt. 

Under the small-loan method, the 
monthly rate r is computed at compound 
interest, as above, but the annual rate 
quoted is a nominal one, or 12 times the 
monthly rate. Under the present-value or 
present-worth method, the same monthly 
rate is converted to an effective annual 
rate by compounding it monthly for a year; 
that is, the effective annual rate 


i=(1+r)"—-1. 


The compounding of interest may occur 
either in the accumulation of a sinking 
fund or in the amortization of a debt. (See 
footnote 8.) If interest is collected monthly 
as in the example, from periodic install- 
ments before the remainders are applied 
toward reduction of principal, the result- 
ing effective annual rate is more than 12 
times the monthly rate used. The higher 
the monthly rate, the greater the differ- 
ence between the nominal and effective 
rates. From this standpoint, the present- 
value method is more accurate and there- 
fore superior to the small-loan method. 
In other words, the computed monthly 
rate may be applied to monthly balances, 
thus earning interest on interest, yet per- 


mitting the full amortization of the “loan” 
by the periodic payments within the 
specified time. 


VALIDITY OF METHODS 


From the standpoint of a buyer who 
merely wants to determine whether better 
terms are offered by seller A or seller B, 
it makes little difference which method of 
computing rates is used—provided the 
same method is used throughout. Each 
method will identify the higher or the 
lower rate of charge on installment con- 
tracts. However, relatively few consumers 
know how to apply even the simplest of 
these methods, and several of the methods 
do not provide an accurate measure of the 
differences between rates. Any method 
recommended for general use, including 
use by sellers, should be accurate and as 
easy as possible to compute. 

By this standard, the direct-ratio 
method appears preferable to any of the 
other methods. It is highly accurate and 
relatively easy to use." The three other 
methods described under ‘Accounting 
Approach” and the simple-discount meth- 
od described under “‘Present-Value Ap- 
proach,” have little mathematical validity. 
As stated previously, the simple-interest 
method is too complex to be of practical 
value to either buyers or sellers. 

In summary, it can be stated that of the eight 
methods described, the compound-interest (small- 
loan and present-value) methods and the direct- 
ratio method give the same monthly rate. This 
monthly rate is the only one by which the terms 
offered on an installment purchase contract can 
be compared precisely with the cost of an install- 
ment loan having the usual provision for monthly 
payments of interest on unpaid balances carried 


1 While compound-interest methods provide a crti- 
terion of accuracy in all calculations pertaining to inter- 
est rates, the direct-ratio method gives a monthly rate 
that is, for all practical purposes, equivalent to the rate 
by compound-interest methods. In the example, the 
monthly rate under the small-loan and direct-ratio 
methods do not differ until the sixth decimal place is 
reached. 
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TABLE 6 
Drrect-RatTio METHOD: ANNUAL (NOMINAL) INTEREST RATES ACCORDING TO (1) NuMBER OF TIMES 
SERVICE CHARGE Is CONTAINED IN AMOUNT BORROWED, AND (2) NUMBER OF MONTHS 
IN INSTALLMENT PERrop! 


Ratio* 
Months in I 
installment 
period | | | | | | 16 | | 28 
Annual (nominal) interest rate (per cent) 
2 61.0 | 56.7 | 52.9 | 49.7 | 44.2 | 33.2 
3 59.1 | 53.7 | 49.3 | 45.6 | 42.9 | 39.6 | 37.1 | 33.0 | 24.8 
4 58.5 | 52.2 | 47.1 | 42.9 | 39.3 | 36.4 | 33.8 | 31.6 | 29.6 | 26.4 | 19.8 
5 48.6 | 43.4 | 39.1 | 35.6 | 32.7 | 30.3 | 28.1 | 26.3 | 24.7 | 22.0 | 16.5 
6 55.0 | 47.4 | 41.6 | 37.1 | 33.5 | 30.5 | 28.0 | 25.9 | 24.1 | 22.5 | 21.1 | 18.8 | 14.1 
7 48.0 | 41.4 | 36.4 | 32.4 | 29.3 | 26.7 | 24.5 | 22.6 | 21.1 | 19.7 | 18.5 | 16.4 | 12.4 
8 42.6 | 36.7 | 32.7 | 28.8 | 26.0 | 23.7 | 21.8 | 20.1 | 18.7 | 17.5 | 16.4 | 14.6 | 11.0 
9 38.3 | 33.0 | 29.0 | 25.9 | 23.4 | 21.3 | 19.6 | 18.1 | 16.8 | 15.7 | 14.8] 13.1] 9.9 
10 34.8 | 30.0 | 26.4 | 23.7 | 21.2 | 19.4] 17.8 | 16.4 | 15.3 | 14.3 | 13.4] 11.9] 9.0 
11 31.9 | 27.5 | 24.2 | 21.6 | 19.5 | 17.7 | 16.3 | 15.1 | 14.0 | 13.1 | 12.3 | 10.9] 8.2 
12 29.4 | 25.4 | 22.3 | 19.9 | 18.0} 16.4] 15.0 | 13.9 | 12.9 | 12.1 | 11.3 | 10.1 7.6 
13 27.3 | 23.5 | 20.7 | 18.5 | 16.7 | 15.2 | 14.0 | 12.9 | 12.0 | 11.2 | 10.5] 9.4] 7.0 
14 25.4 | 22.0 | 19.3 | 17.2 | 15.6 | 14.2 | 13.0] 12.0] 11.2 | 10.5] 9.8] 8.7] 6.6 
15 23.8 | 20.€ | 18.1 | 16.1 | 14.6 | 13.3 | 12.2 | 11.3 | 10.5] 9.8] 9.2] 8.2] 6.2 
16 22.4) 19.4 17.0"| 13-7 12355 10:54 9:2 8.7 5.8 
18 20.1 | 17.3.1 218.20] 13369 12:34 11:24 134 955 8.8] 8.3 7.8| 6.9] 5.2 
24 15:2) 11.61 10.5.) 9.533) S369. 78a 124: 64, 
! Computed from formula 
72 
jes) = 
3(n+1) +(n—1) 


I 


This particular table can be used only when payments are to be made monthly. 
* Number of times the amount borrowed is of the service charge. 


over from previous months. The monthly rate 
computed by these methods will exactly amortize 
the debt in the allotted time. 


DIRECT-RATIO METHOD 


The formula shown in table 3 for the 
direct-ratio method can be derived either 
by simple-discount (linear) methods or by 
compound-interest methods.” In the for- 
mer case, only the part of each periodic 
payment that is applied toward reduction 
of principal is discounted; the part of the 
service charge contained in each payment 


* For a simple-discount derivation, see M. R. Nei- 
feld’s Guide to Installment Computations. For a deriva- 
tion from the annuity formula, see H. E. Stelson’s 
article, “The Interest Rate in Installment Payment 
Plans,” American Mathematical Monthly, April, 1949; 
also see his articles in the May and December, 1953, 
issues of the same publication. 


is not discounted.* Having a linear deriva- 
tion, direct-ratio rates applicable to many 
types of contracts can be presented in 
forms such as table 6, from which a pur- 
chaser can read directly, or easily com- 
pute, the correct (nominal) rate for a par- 
ticular contract. It is not necessary to use 
compound-interest or annuity tables. One 
must first find the number of times the 
service charge is contained in the differ- 
ence between the cash price C and the 
down payment D. In the example, the 
balance C—D is $150 and the service 
charge J is $10, so (C—D) +IJ=15. Read- 
ing across the columns for 15, opposite 8 
installments, it is seen that the direct- 


13 See earlier discussion of direct-ratio method, under 
“Accounting Approach.” 
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ratio rate is 17.5 per cent. If interpolation 
in the table is necessary, it is accurate. 
One twelfth of this rate is precise as a 
monthly rate. It will amortize the debt 
in exactly 8 months. The nominal rate 
(twelve times the monthly rate) shown in 
the table also would serve buyers in decid- 
ing between the competing offers of retail 
merchants. It should be remembered, how- 
ever, that the rates shown in table 6 are 
nominal and not effective rates. To obtain 
the latter, one-twelfth of the rate shown 
in table 6 must be compounded for a year, 
as shown for the present-value method. 


This additional step is not necessary to 
serve the purpose of most buyers or bor- 
rowers. 

Table 6 also may be used for computing 
the direct-ratio rate equivalent on install- 
ment loans. For example, if a finance 
company offers to loan $100 on repayment 
terms of $7.75 per month for 15 months, 
the finance charge is $16.25 (or 15X$7.75 
... minus $100). The ratio of $100 to 
$16.25 is 6.154. By interpolation in table 
6, it can be determined that the contract 
involves a (nominal) rate of 23.3 per cent." 


23.8—0.154(23.8-20.6) = 23.3. 
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CONSERVATION OF PRODUCTIVE 


CAPITAL THROUGH RECOGNITION OF 
CURRENT COST OF DEPRECIATION* 


PAUL GRADY 
Partner, Price Waterhouse & Co. 


to the general circumstances prevail- 

ing in the manufacturing chemical] in- 
dustry, I reviewed several of your mem- 
bers’ annual reports to stockholders for 
the past ten years. Although I had been 
aware of considerable expansion, I was 
really amazed at the extent of the increase 
in the volume of business during the 
decade and was particularly impressed by 
the fact that in most instances capital in- 
vestment in plant facilities had increased 
at an even greater rate. The texts of the 
reports are replete with evidence that 
great progress has been made through 
development of new products and by con- 
tinuous improvements in manufacturing 
processes. This record constitutes a splen- 
did testimonial that your industry has 
fully met its responsibilities by utilizing 
its personnel and capital resources to 
create a more fruitful world. 

The background of successful accom- 
plishment and particularly the advance- 
ment of scientific knowledge on which your 
industry is based, may make it difficult for 
you to understand how there can be im- 
portant unresolved problems in such a 
common everyday matter as the determi- 
nation of net income of business enterprise. 
But I have to report to you that such 
problems do exist mainly as a legacy of the 
erosion in purchasing power of the dollar 
during the decade between 1941 and 1951. 
The major unresolved issues are in regard 


[' ORDER to obtain a better orientation 


* This paper was presented at the Annual Meeting 
of The Manufacturing Chemists’ Association on No- 
vember 23, 1954. 
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to the basis to be used in charging current 
manufacturing costs for inventories uti- 
lized, which were purchased or produced in 
a preceding period, and for the exhaus- 
tion applicable to the current period of 
plant and equipment acquired in prior 
years when the purchasing power of the 
dollar was much greater than it is today. 

In the case of inventories, the last-in, 
first-out method of costing has been 
recognized for several years as an accept- 
able accounting method for costing goods 
sold. Therefore, managements of enter- 
prises have the option of using either cur- 
rent or historical inventory costs or some 
combination of the two in computing the 
costs of goods sold during the year. The 
complications of the Lifo income tax 
provisions and the denial in the law of a 
privilege of writing down to market have 
placed a damper on the general use of the 
Lifo method. If the income tax law is 
further liberalized to permit market write- 
downs, the prospects are that Lifo method 
will be widely adopted and that reported 
profits arising merely from changes in in- 
ventory prices will be largely eliminated 
in income statements of business enter- 
prises. In any event, there is no account- 
ing road block to the accomplishment of 
this objective if managements of business 
enterprises in America conclude that it is 
sound business practice to do so. 

In the case of property exhaustion costs 
of fixed assets, the public accounting pro- 
fession recognizes that substantial adjust- 
ments are involved to state property 
exhaustion costs in terms of current dollars 
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comparable to labor and material costs 
and to income and sales dollars currently 
realized by business. But the committee 
on accounting procedure of the American 
Institute has taken the position that this is 
a matter of financial management and that 
no change in accounting is required. The 
following four paragraphs are quoted from 
chapter 9 of the committee’s Bulletin 43: 


5. “The committee recognizes that business 
management has the responsibility of pro- 
viding for replacement of plant and ma- 
chinery. It also recognizes that, in report- 
ing profits today, the cost of material and 
labor is reflected in terms of ‘inflated’ dol- 
lars, while the cost of productive facilities 
in which capital was invested at a lower 
price level is reflected in terms of dollars 
whose purchasing power was much greater. 
There is no doubt that in considering de- 
preciation in connection with product 
costs, prices, and business policies, man- 
agement must take into consideration the 
probability that plant and machinery will 
have to be replaced at costs much greater 
than those of the facilities now in use. 

11. “The committee on accounting procedure 
has reached the conclusion that no basic 
change in the accounting treatment of de- 
preciation of plant and equipment is prac- 
ticable or desirable under present condi- 
tions to meet the problem created by the 
decline in the purchasing power of the dol- 
lar. 

13. ‘Should inflation proceed so far that orig- 
inal dollar costs lose their practical sig- 
nificance, it might become necessary to 
restate all assets in terms of the depreci- 
ated currency, as has been done in some 
countries. But it does not seem to the com- 
mittee that such action should be recom- 
mended now if financial statements are to 
have maximum usefulness to the greatest 
number of users. 

16. “The immediate problem can and should 

be met by financial management. The 

committee recognizes that the common 
forms of financial statements may permit 
misunderstanding as to the amount which 

a corporation has available for distribution 

in the form of dividends, higher wages, or 

lower prices for the company’s products. 

When prices have risen appreciably since 

original investments in plant and facilities 
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were made, a substantial proportion of 
net income as currently reported must be 
reinvested in the business in order to main- 
tain assets at the same level of produc. 
tivity at the end of a year as at the be. 
ginning. 

17. “Stockholders, employees, and the general 
public should be informed that a business 
must be able to retain out of profits 
amounts sufficient to replace productive 
facilities at current prices if it is to stay in 
business. The committee therefore gives 
its full support to the use of supplemen- 
tary financial schedules, explanations, or 
footnotes by which management may ex- 
plain the need for retention of earnings.” 


The committee’s bulletin has been 
quoted at some length because it is 
generally regarded as the principal ac- 
counting road block to recognition of pur- 
chasing-power adjustments in computing 
the current costs of property exhaustion 
or depreciation. To me the bulletin is a 
very strange mixture. First, from the 
standpoint of substance, it fully recognizes 
the necessity of recovering depreciation 
in terms of current dollars in determining 
product costs and in setting prices. It 
recognizes that these recoveries must be 
reinvested in plant and equipment in 
order to maintain the previously estab- 
lished level of productivity and in order 
to stay in business. 

Secondly, from the standpoint of dis- 
closure, the committee gave its full sup- 
port to the use of supplementary sched- 
ules, explanations, and footnotes by which 
management could deal with the problem. 

Thirdly, from the standpoint of gener- 
ally accepted accounting principles, the 
committee recommended no change from 
historical cost depreciation even though it 
recognized that the common forms of 
financial statement may permit misunder- 
standing as to the amount which a 
corporation has available for distribution 
in the form of dividends, higher wages, or 
lower prices for the company’s products. 
This is tantamount to saying ‘‘Sure, we 
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know the present dollar has only half of 
its former purchasing power but manage- 
ment will know what portion of the re- 
ported earnings is a return of capital and 
therefore we do not need to change his- 
torical accounting cost methods which are 
so easy to apply.” 

I do not remember enough about medi- 
eval history to know the attitude of the 
cartographers in the period following 
establishment of proof that the world is a 
sphere. It is to be hoped that they did not 
continue for too many years the old system 
of map making merely because they had 
confidence that the captains of ships 
would know how to allow for the discrep- 
ancies between the charts and the real 
world. Similarly, it is the hope of a sizeable 
minority in the accounting profession that 
generally-accepted accounting principles 
will be modified to provide for purchasing- 
power adjustments in order that historical 
cost of depreciation may be appropriately 
stated in terms of current dollars. It is the 
strong feeling of this minority that such a 
modification is necessary to meet the 
broad standards of accountability to in- 
véstors and all other participants in the 
earnings produced by industry. 

I do not wish to appear in the role of 
critic of my own profession before the 
management representatives of an impor- 
tant industry. My purpose rather is to 
discuss the current status of the matter 
and to present a few suggestions as to 
what might be done about it. 

During recent years there has been a 
growing understanding between manage- 
ments of business and the public account- 
ants of the complementary nature of their 
respective responsibilities and of their 
interdependence upon each other in dis- 
charging those responsibilities. These fac- 
tors are especially prevalent in the prep- 
aration by management of financial 
statements to be included in reports to in- 
vestors and in the reporting of such 
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statements by the public accountant. 
Naturally, the statements are primarily 
the representations of the company, but 
under generally accepted auditing stand- 
ards the accountant is required to report 
whether the financial statements are in ac- 
cordance with generally accepted principles 
of accounting and consistently maintained; 
informative disclosures in the statements 
are to be regarded as reasonably adequate 
unless otherwise stated in his report. 
Similarly, in the development of generally- 
accepted accounting principles both man- 
agement and the public accountant have 
complementary responsibilities. In this 
area the primary responsibility probably 
rests with the public accountant. We 
should bear in mind, however, that to a 
large extent generally-accepted accounting 
principles are not a codification of defini- 
tive rules and regulations but a reflection 
of business practices which vary between 
industries and between companies in the 
same industry. As particular subjects are 
dealt with in the research bulletins of the 
American Institute of Accountants, it is 
the function and responsibility of manage- 
ment to act as a practical counterbalance 
and to accept only those recommendations 
which accord with sound judgment and 
good business practice. The note to the 
bulletins states: 


“Accounting Research Bulletins represent the 
considered opinion of at least two-thirds of the 
members of the committee on accounting pro- 
cedure.... Except in cases in which formal 
adoption by the Institute membership has been 
asked and secured, the authority of the bulletins 


rests upon the general acceptability of opinions so 
reached.” 


Your previous speaker, George Ter- 
borgh, has performed a great service in 
carrying out the extensive studies required 
to arrive at a reasonable estimate of the 
extent to which the cost of depreciable 
productive plant facilities in current dol- 
lars exceeds historical dollar costs. As he 
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has told you and as more completely 
documented in his book ‘Realistic De- 
preciation Policy,” the aggregate differ- 
ence is seventy billion dollars and the por- 
tion thereof applicable to a current year 
is estimated at about four and one-half 
billions. This seventy billion of current 
dollar cost of productive plant, which will 
not be recognized as a cost under present 
generally-accepted accounting practice, is 
about 35 per cent of the total investment 
in depreciable industrial plant facilities in 
America. It is four times the annual re- 
ported earnings of all corporations for 1953 
and five times those annual earnings if 
depreciation were adjusted to current 
dollar costs. It may help you to picture the 
enormous amount of capital savings rep- 
resented if I tell you that it is ten billion 
more than the total current value of all 
recorded gold production in the world since 
the discovery of America. 

In considering the impact of inflation on 
the depreciation costs of your own com- 
panies, some might have an “off-the-cuff” 
reaction, that the effect would be much less 
than these general estimates of 35 per cent, 
because your plant investment even at the 
close of the war was only a small fraction 
of the present investment. However, it is 
well to recall that more than two-thirds of 
the loss in purchasing power of the dollar 
occurred after the close of war and very 
substantial adjustments must be made to 
the postwar capital additions in order to 
express capital investment and deprecia- 
tion costs in current dollars. 

This brings us to the point of consider- 
ing what should be done by managements 
in the manufacturing chemical industry to 
assure that this established productive 
capita] will not be dissipated. Naturally 
the decisions will rest with each manage- 
ment after weighing al] of the circum- 
stances. On this basis, I submit the follow- 
ing suggestions for your consideration: 
First—If you have not already done so, 


make an appropriate aging of your 
depreciable plant investment and, by use 
of a general price index, determine the 
cost of your plant investment and the 
annual depreciation cost in terms of cur- 
rent dollars. Use this information in the 
determination of your product costs. Only 
by expressing all plant, material, and 
labor costs in current dollars can you 
determine that selling prices are adequate 
to cover such costs and how much re- 
mains as a current return on the capital 
employed in the business. 
Second—Where the difference between 
current dollar cost of annual depreciation 
and the depreciation shown in the financial 
statements is substantial, consider making 
ample disclosure in footnotes or other- 
wise in order that investors and others may 
know the effect of this important unre- 
corded cost. Many companies have made 
general references to the matter but none 
have specifically stated how much the re- 
ported earnings would be reduced if 
depreciation costs were stated in dollars of 
the current purchasing power. Isn’t this 
information a material fact necessary in 
order that the financial statements as cut- 
rently prepared will not be misleading? 
It is my belief the question should be 
answered in relation to broad ethical 
standards of stewardship and accountabil- 
ity, not in a narrower legal sense. 
Third—Bulletin 43 of the American 
Institute committee gives support to the 
foregoing type of disclosures by manage- 
ment but states that historical cost should 
be continued in the accounts. The com- 
mittee’s position is predicated on a concept 
of nominal] dollar capital accountability. 
This concept is suitable for financia] in- 
stitutions whose assets and obligations 
are largely securities and dollar claim 
items and it is suitable for industrial 
enterprises in periods of monetary stabil- 
ity. It is my belief, however, where the 
monetary unit has lost half of its purchas- 
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ing in the relatively short period of a 
decade, that accountability for productive 
plant should be placed on a common de- 
nominator with all other costs. Accord- 
ingly, it is my view that the committee 
should recognize a repricing of fixed assets 
and depreciation in terms of current 
dollars as an acceptable but not a manda- 
tory accounting practice. This would be 
comparable with the position taken on the 
Lifo inventory method. Where investment 
in fixed assets is a material item and the 
company does not reprice its fixed assets 
and depreciation, it is my view that dis- 
closure of the type supported by the com- 
mittee should be made mandatory. 

If after full consideration of the problem 
you agree that the position taken in Bulle- 
tin 43 is not compatible with sound busi- 
ness practice and with realistic standards 
of accountability, your views should be 
made known to the committee on ac- 
counting procedure and to the Securities 
and Exchange Commission. One of the 
arguments of the historical cost adherents 
in the accounting field is that business 
management has shown no interest in the 
problem of obtaining recognition of pur- 
chasing-power adjustments in depreciation 
costs. 

Fourth—After you have demonstrated 
by treatment in your annuai reports that 
you consider current dollar cost of prop- 
erty exhaustion or depreciation as a 
necessary business expense, a campaign 
should be carried out to obtain allowances 
of this cost for federal income tax purposes. 
When this point is reached you will be 
surprised at the understanding and sym- 
pathetic reception the proposal will re- 
ceive in the Treasury Department and in 
the staff and members of the legislative 
committees. The government personnel in 
both the executive and legislative branches 
recognize that the limitation of deprecia- 
tion allowances to original cost results in 
substantially heavier tax burdens than 
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the current statutory rates and that this 
limitation discriminates against industries, 
including the manufacturing chemical in- 
dustry, which require heavy plant invest- 
ments. These industries are most essential 
to economic progress and, if for no other 
reason, the full employment obligations 
now imposed by statute on the Federal 
Government would cause any Congress to 
be concerned at the risks of washing out 
seventy billion dollars of established pro- 
ductive plant facilities without adequate 
provision for replacement. 

In these suggestions, you will note that 
obtaining recognition for federal income 
tax purposes is placed last on the list. 
Many public accountants who support the 
position taken by Bulletin 43 would say, 
“Get the current cost of depreciation al- 
lowed for tax purposes first and then we 
will change the bulletin.” Such an attitude 
demonstrates that the position of the 
bulletin is not based on very solid principle 
and I am certain that the bulletin would 
be changed very quickly if the tax law were 
changed. However, the suggestion to work 
on the tax angle first is placing the cart 
before the horse. Until management has 
demonstrated that it considers the item 
a necessary and legitimate cost, it is in a 
weak position to petition for its recogni- 
tion for income tax purposes. 

The 1954 Internal Revenue Code per- 
mits more liberal depreciation deductions 
in the earlier years of the life of fixed 
assets through use of the diminishing 
balance and similar methods. However, 
these methods limit the total recovery to 
historical cost and their use is also re- 
stricted to additions subsequent to Jan- 
uary 1, 1954. It is clear, therefore, that the 
income tax provisions now in force afford 
no recovery of the presently existing 
seventy billion dollars current economic 
cost of fixed assets in excess of historical 
cost and of such further additions to this 
excess as may arise from future inflation. 
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Most managements, in common with 
most accountants, are inherently opposed 
to write-ups of assets based on personal 
judgments. This factor is undoubtedly a 
major reason for much of the opposition to 
recognition of price level adjustments for 
depreciation. It must be recognized, how- 
ever, that there is a vast difference be- 
tween an old-fashioned appraisal and the 
mere conversion of the historical invest- 
ment in fixed assets to its equivalent pur- 
chasing power expressed in current dollars. 
The latter procedure is not a reflection of 
any subjective opinion of appreciation in 
the property but rather a recognition of 
the substantial loss in purchasing power of 
money which can be supported by volumes 
of objective and conclusive evidence. 

The Study Group on Business Income, 
organized by the American Institute of 
Accountants, and others have suggested 
that the charges for property exhaustion 
might be adjusted without changing the 
amounts at which fixed assets are carried. 
In 1947, several companies made special 
charges against income in recognition of 
the changes in purchasing power of the 
dollar. These adjustments may not have 
been as well supported by objective evi- 
dence as they should have been and, in 
view of the position taken by the Commit- 
tee on Accounting Procedure of the In- 
stitute, the Securities and Exchange 
Commission required the charges to be 
eliminated or justified by other factors 
than changes in price level. The majority 
of accountants in this country and in Eng- 
land seem to believe that the expense 
charge must be kept on a consistent basis 
with the assets. As a practical matter, 
therefore, companies are forced to restate 


the fixed assets in order to place the an- 
nual property exhaustion costs on a cur- 
rent purchasing-power basis. 

The foregoing attitude was undoubtedly 
a factor in causing Imperial Chemical 
Industries Limited to revalue its fixed 
assets in 1950 in order to reflect current 
price levels. The change in basis added 
approximately £96,000,000 to the com- 
pany’s fixed assets and, of course, sub- 
stantially increased the annual deprecia- 
tion charge. Unilever Limited carried out 
a similar revaluation in 1953. In both of 
these cases the reports to stockholders con- 
tained reasonable disclosures of the effect 
on the accounts of the revaluations, but 
the changes in basis of carrying fixed 
assets and of charging depreciation did not 
cause any qualifications or exceptions in the 
related reports of the chartered account- 
ants. 

I do not know of any similar cases in the 
United States and neither do I know of 
any rule or regulation which would pre- 
vent a company from restating its depreci- 
able assets and depreciation costs in cur- 
rent dollars. In view of the relative stabil- 
ization of the price level since 1952, it may 
well be that revaluation of the assets is the 
preferable method of reflecting purchas- 
ing-power adjustments in current depreci- 
ation costs. In undertaking any such pro- 
gram it would undoubtedly be desirable 
for management to thoroughly review the 
facts in advance with the independent 
accountants, the stock exchange, and the 
Securities and Exchange Commission. It 
would also seem advisable to have the 
program specifically approved at a meet- 
ing of the stockholders. 
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AN OBJECTIVE LOOK AT EFFECTS OF 


INCOME TAXES ON FINANCING 
SMALL BUSINESS 


RopDERICK F. McDONALD 
Controller's Department Staff, Chrysler Corporation 


come tax rates of modern times have 

exerted seriously repressive effects on 
growth of small business enterprises.’ 
The argument is that high income tax 
rates curtail the funds available to indi- 
viduals and corporations for investment, 
thus reducing the amounts which other- 
wise would be used to finance growing 
enterprises. In most cases, the primary 
source of increase in the owner’s equity is 
reinvested earnings. If all other things re- 
main equal, high income taxes will slow 
the process by which the entrepreneur in- 
creases his equity. This often leads the 
entrepreneur to seek outside capital to 
finance rapid expansion even in prosperous 
times. Prospective outside investors with 
large incomes will be taxed at high rates on 
any profit they realize from investments in 
growing enterprises. Thus, there is danger 
that they would be discouraged from mak- 
ing investments of this sort. 

If income taxes have been restricting the 
growth of small enterprises, then it would 
appear that fundamental tax revision 
ought to be undertaken. This is an im- 
portant question, but a very difficult one 
to investigate and dispose of, because of 
lack of objective evidence which would 
prove what the nature and extent of the 
effects have actually been. However, in 
the absence of general data, this article is 
intended as a constructive contribution 


[ IS OFTEN SUGGESTED that the high in- 


1 For a good statement of this view, see Butters, J. K. 
and Lintner, J., Effects of Federal Taxes on Growing 
Enterprises, Harvard University, 1945, page 11, Intro- 
ductory Statement to Part I. 
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towards logical appraisal of the effects of 
income taxes on growth of small enter- 
prises. It aims to measure and evaluate 
the significance of the actual amounts of 
income taxes at various profit levels in the 
small business area; to see what actually 
is the minimum, unavoidable portion of 
profits lost through tax, in the light of 
practical alternatives respecting incorpora- 
tion and payment of a corporate salary to 
the owner; to establish a pattern of opti- 
mum salary rates for the owner, which will 
give the most favorable tax results at 
various profit levels for the incorporated 
small enterprise; and finally, to evaluate 
logically the effects of high personal income 
taxes on the investment of very high in- 
come individuals, who might provide 
capital for small, growing enterprises. 
The author believes, from extensive 
study of the problem and familiarity 
with the way in which it has been met by 
some small businessmen in actual cases, 
that this approach will produce some 
worthwhile evidence concerning a ques- 
tion which has long baffled those seeking 
a sound solution. He also believes that the 
results will have important practical 
implications for the administration of 
small and medium-sized enterprises which 
have been enjoying substantial growth. 
Their policy respecting incorporation and 
decisions as to corporate salary to the 
owner or owners who are actively engaged 
in the operation of the business, will be 
seen to have important results in keeping 
the burden of income tax at a minimum. 
In many cases, this will be of vital im- 
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portance in the problem of financing fur- 
ther growth of the enterprise. 

Both personal and corporate income 
taxes will be involved in this study. Fur- 
thermore, any portion of its earnings after 
income taxes which a corporation dis- 
tributes as a dividend to shareholders, is 
subject to further tax as part of the 
recipient’s personal income. This is re- 
ferred to as double taxation of corporate 
profits. The severity of the personal tax on 
dividends received will depend on the 
shareholder’s income. If his other personal 
income is high, the income represented by 
the dividend will be taxed at a high per- 
centage rate. However, as long as the 
enterprise is growing rapidly and for that 
reason retains earnings instead of paying 
dividends, no tax beyond the corporate 
rate will be paid on the amount of such 
retained earnings. This article is concerned 
with enterprises which are retaining their 
earnings to finance growth, and thus are 
not exposed to the form of double taxa- 
tion described above. In this situation, the 
corporate income tax derives its greatest 
importance from the fact that it represents 
a deduction from earnings which are being 
used for reinvestment to finance expan- 
sion. 

There are important differences in in- 
come tax treatment of corporations com- 
pared with unincorporated enterprises. 
Since entrepreneurs are free to choose 
whichever form of organization is most 
advantageous to them, concrete analysis 
of effects of the income tax as a factor in 
the supply of business capital must include 
a comparison of the income tax results for 
incorporated and unincorporated enter- 
prises of similar earning power. Whichever 
provides the lighter tax burden will be 
open to the entrepreneur. Thus it is logical 
to base an appraisal of effects on the ex- 
pectation that the entrepreneur is free to 
minimize the tax burden by choosing the 
most favorable form of organization. 


COMPARISON OF PERSONAL AND COR- 
PORATE INCOME TAX RATES 


Table 1 presents a tabulation of the pro- 
gressive percentage rates levied on suc- 
ceeding increments of personal income, 
compared with rates on increments of 
corporate income; also a comparison of the 
resulting over-all or average percentages of 
total taxable income of various amounts, 
which are collected as tax.? With respect to 
personal tax, Table 1 takes into account 
the fact that if a taxpayer is married, he 
is free to report his income divided equally 
between himself and his wife for tax pur- 
poses, thereby obtaining the lower rate on 
double the amount of income stated in any 
bracket of the official tax rate schedule, 
before moving to the next higher rate. This 
has the effect of making personal rates 
more advantageous to the married man, 
compared with corporate rates, up to a 
little more than double the amount in the 
total income bracket where the personal 
rate loses its advantage for an unmarried 
man. 

In any comparison of persona! with cor- 
porate rates, it should be kept in mind 
that personal income is subject to certain 
deductions and exemptions depending up- 
on the status of the taxpayer, before net 
taxable income begins, whereas no such 
reduction is made in corporate income be- 
fore corporate tax rates are applied. With- 
out intending to lay down a rigid income 
limit as a definition of the small business 
area, Table 1 covers incomes up to 
$100,000. Excess profits tax is not included 
in the table.* 


21953 tax rates are used throughout this article, 
since these are the highest yet and thus should show the 
effects at their greatest. 

* Excess profits tax was a factor in some cases in 
1953, although it has now been removed. The reasons 
for excluding it in this general analysis are these. The 
first $25,000 of corporate profit was exempt from excess 

rofits tax. This covers the earnings range up to $60,000 
Coe corporate salary (Table 2), which is more than 
half the range surveyed. In the remainder of the earnings 
range discussed, the excess profits tax would not have 
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It has been noted that the great impor- 
tance of the effects of the corporate tax on 
financing the growth of business arises 
from the fact that retained earnings are 
vital to the financing of such increased 
business. In terms of rates on successive 
increments of income, Table 1 shows that 
the tax rates are more favorable on per- 
sonal than on corporate incomes in the first 
several brackets. After $12,000 of total 
income is passed however, the personal 
rate is higher and rises much faster, be- 
coming 75 per cent at the $100,000 income 
figure, compared with the 52 per cent rate 
applied to all corporate earnings over 
$25,000, regardless of total amount. Al- 
though the average rate on total income 
seems to be the more important funda- 
mentally in considering tax burden, the 
rate on successive increments at the mar- 
gin would no doubt be important in influ- 
encing the decisions of high income 
people.‘ 

A straight comparison of personal with 
corporate rates with respect to tax as an 
average percentage of total income, indi- 
cates that after the $20,000 figure of 
earnings is passed, the corporation has the 
advantage. It is very small at first, but 
gradually increases and reaches a differ- 
ence of approximately five percentage 
points at a little under the $60,000 earn- 
ings figure. At $100,000 of earnings it 
amounts to a difference of 11.3 percentage 
points. Or, at that earnings figure, the 
personal tax would be about 24 per cent 
higher than the corporate tax. 

But this comparison does not consider 
the possibility of favorable combination of 


amounted to anything significant except in the case 
where a very sharp increase in profit had been enjoyed 
in a very short period. To include it would have implied 
that it was levied on all smal! business profits. 

* The use of average rates concentrates attention on 
what portion of total earnings is taken and what is left, 
and thus brings out the difference in earnings available 
to finance growth, due to the effects of the tax. Also, 
through incorporation, the tax becomes a flat rate on 
all further income after a certain size is reached. 
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TABLE 1 


COMPARISON OF PERCENTAGE INCOME TAX RATES, PER- 
SONAL AND CORPORATE, FOR SUCCESSIVE INCREMENTS 
AND RESULTING CUMULATIVE RATES ON TOTAL INCOME, 
1953 TAX RATES (SEE NOTES BELOW) FOR INCOME 
To $100,000 


For successive Incre- Cumulative Rates on 


ments of Income Total Income 
Incre- (Net) Per cent Net od cent 
ment Total 
of Per- Cor- Income 
Income sonal porate 
$ 4,000 22.2 30 $ 4,000 22.2 30 
1,000 24.6 30 5,000 22.7 30 
1000 24.6 30 6,000 23.0 30 
1,000 24.6 30 7,000 23.2 30 
1,000 24.6 30 8,000 23.4 30 
1,000 29.0 30 9,000 24.0 30 
1,000 29.0 30 10 ,000 24.5 30 
1,000 29.0 30 11,000 24.9 30 
1,000 29.0 30 12,000 20.2 30 
1,000 34.0 30 13,000 25.9 30 
1,000 34.0 30 14,000 26.5 30 
1,000 34.0 30 15,000 27.0 30 
1,000 34.0 30 16,000 27.5 30 
1,000 38.0 30 17,000 28.1 30 
1,000 38.0 30 18,000 28.6 30 
1,000 38.0 30 19,000 29.1 30 
1,000 38.0 30 20 ,000 29.6 30 
1,000 42.0 30 21,000 30.2 30 
1,000 42.0 30 22,000 30.7 30 
1,000 42.0 30 23,000 31.2 30 
1,000 42.0 30 24,000 31.6 30 
1,000 48.0 30 25,000 32.3 30 
3,000 48.0 52 28,000 34.0 32.4 
4,000 53.0 52 32,000 36.4 34.8 
4,000 56.0 52 36,000 38.5 36.7 
4,000 59.0 52 40, 40.6 38.3 
4,000 62.0 52 44,000 42.5 39.5 
6,000 66.0 52 50,000 45.3 41.9 
2,000 66.0 52 52,000 46.1 41.4 
12'000 67.0 52 64.000 50.5 43.4 
12,000 68.0 52 76,000 52.9 44.8 
12,000 72.0 52 88 ,000 $5.5 45.8 
12,000 75.0 52 100 ,000 57.8 46.5 


NOTES: 

1. The progressions shown in this table for per- 
sonal rates apply to the married taxpayer who 
reports personal income divided equally be- 
tween himself and his wife. 

2. In personal cases, deductions and exemptions 
will be deducted from income before the per- 
centage rates are applied. 

3. Excess profits tax on corporate earnings is not 
taken into account. 


Source: Basic data from Federal Tax Course, 1953, 
Prentice-Hall, Inc., New York. 


personal and corporate rates through the 
device of corporate salaries. The question 
of salary to the owner does not affect in- 
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come taxes on profits of the unincor- 
porated enterprise, because all profits and 
salary are taxed in a lump sum at personal 
rates, but salary is an important considera- 
tion in the corporation. Salary to the 
owner of the corporation becomes income 
subject to personal tax in his hands and 
at the same time reduces the profit subject 
to corporate tax. It can be seen by scan- 
ning Table 1, that incorporation with a 
salary will preserve the advantage of low 
personal tax rates in the lowest brackets 
and give the advantage of corporate 
rates or higher increments, which would be 
taxed at high rates if subject to personal 
tax. Thus the maximum portion of earn- 
ings will remain after tax is paid, to finance 
growth of the enterprise, if the most favor- 
able combination of salary and corporate 
profit figures relative to the sum of the two, 
is adopted. 


DETERMINATION OF MOST FAVORABLE 
TAX POSITION FOR A ONE-OWNER 
ENTERPRISE, EARNINGS RANGE 
$5,000-$100,000 


Table 2 presents calculations of actual 
amounts of income taxes which would be 
levied on earnings (sum of salary and 
corporate profit), by $5,000 increments, to 
a total of $100,000 for a one-owner enter- 
prise on the basis of the owner having a 
wife and two children and no outside in- 
come.6 These calculations show the 
amounts of tax which would be payable at 
various earnings brackets, for various 
combinations of salary and corporate 
profit. The table indicates the salary rate 
which, for each total earnings bracket, 
gives the most favorable combination of 
salary and coporate profit, in terms of in- 
come tax levy. Comparison of amount of 
tax with that which would be paid by an 
unincorporated enterprise with similar 
earnings is also included, to show the 


* The sum of personal tax on salary and corporate 
tax on remainder of earnings of the enterprise. 
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advantage of the personal rates in the 
lower brackets and the extent of the 
advantage of incorporating and adopting 
the most favorable combination of salary 
and corporate profit, as earnings rise 
through the various brackets to $100,000. 

The figures in Table 2 refer to the case 
where all corporate profits are retained to 
finance expansion of the enterprise, since 
that is the situation with which this analy- 
sis is concerned. Therefore, they do not 
take into account any additional personal 
tax which would be levied, if dividends 
were paid. Nor should there be any danger 
of assessment of a penalty tax for improper 
accumulation of surplus where profits are 
properly used to finance expansion. It 
should also be noted that any excess of 
designated salary over the owner’s living 
requirements may be reinvested in the 
business by him. Thus it should be ex- 
pected that the full amount available to 
finance expansion would be a large propor- 
tion of what remains after income tax is 
paid, regardless of the division between 
salary and corporate profit. 

The Internal Revenue Service has dis- 
cretionary power to reduce the amount 
allowable as salary in calculating corporate 
profit, if it appears unreasonably high. 
However, in the brackets where the op- 
timum salary, as shown in Table 2, is 
substantial, the most it represents in any 
one case is a little more than half total 
earnings. In most brackets it is well under 
that fraction. The one maximum case is the 
one where earnings of $60,000 are coupled 
with the salary of $35,000. Furthermore, 
in most brackets where the earnings are 
substantial, the tax difference for a varia- 
tion of $5,000 in salary is not large. Thus 
it should be possible to make any adjust- 
ment necessary to meet the views of the 
Department, without any important de- 
parture from the most favorable tax posi- 
tion as shown in Table 2. 

Table 2 shows that as earnings increase, 
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the optimum salary climbs until it reaches 
a high of $35,000 at the earnings figure of 
$60,000. The optimum salary remains at 
this figure, regardless of further increase in 
total earnings before salary. The explana- 
tion is seen from the percentage tax rates 
presented in Table 1. As earnings rise, it is 
advantageous to hold the figure of cor- 
porate profits at the $25,000 mark, be- 
cause the next increment would be taxed 
at 52 per cent (see Table 1). This means 
that an increase in the salary figure is 
advantageous as profits rise. Thus, the 
optimum salary rises to a point, which, for 
the married man with standard deduction 
and four exemptions, is $35,000 (when 
total earnings reach $60,000). After this 
point, an additional salary increment 
would bear a higher tax rate than the cor- 
porate increment rate of 52 per cent. 
Therefore, optimum salary remains con- 
stant as total earnings rise beyond $60,000. 
The advantage continues indefinitely be- 
cause the corporate rate does not increase 
with further increments of profit. 

The amount of tax payable in the 
various brackets under most favorable 
salary arrangements is shown in a sum- 
mary column in Table 2. Another column 
shows the percentage which this tax rep- 
resents on the total earnings, including 
salary. This percentage varies from 9.3 per 
cent on the first $5,000 of earnings, in a 
progression to 39.7 per cent of total earn- 
ings of $100,000. At $50,000 earnings it 
amounts to 28.1 per cent or a little more 
than one quarter of the earnings. This is 
the measure of unavoidable loss of earn- 
ings due to income tax under the specific 
tax status illustrated. Where two or more 
owners share an enterprise of the same 
earning power, the tax would be less 
burdensome, because greater advantage 
arises from the personal rates in the lower 
brackets, through further division of the 
earnings. For an unmarried owner the 
tax burden would, of course, be heavier 
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under both the unincorporated and the in- 
corporated situation. Similar computa- 
tions could be made for the case of an un- 
married owner, or for the business with 
from two to several owners. 

The results of the calculations presented 
in Table 2 show the significance of cor- 
porate income taxes as a factor in financ- 
ing business growth.® In view of the steep 
rise in the progressive personal tax rates, 
many growing enterprises soon reach the 
point where the corporate form of organi- 
zation becomes more advantageous tax- 
wise. Thus the significance of personal in- 
come tax rates in the problem of financing 
growth of the business enterprise becomes 
largely one centering around the incentive 
to an individual to invest his money as an 
outside capitalist, rather than an active 
manager. 

Table 2 gives some objective measure of 
the repressive effect of income tax on 
accumulation of capital by reinvestment of 
earnings. By itself, this measure does not 
represent evidence of the extent to which 
income taxes have hindered the financing 
of growth of small enterprises in recent 
years. But it seems difficult to maintain 
that a major repressive effect could be 
exerted by a combined personal and cor- 
porate tax which, at the lower limit for 
the area studied is about 10 per cent, and 
at the other extreme about 40 per cent of 
earnings, before salary of the owner.’ 


6 Whatever additional costs are involved in incor- 
poration of the small enterprise will be minor compared 
with income tax differences. None of the legal, account- 
ing, or reporting requirements, or non-cash considera- 
tions of the corporate form of organization, will offer 
any real barrier in practice to the owner who wishes to 
incorporate for purposes of income tax advantages. 

7 It should Hs be remembered that 1953 income tax 
rates are the highest yet. A similar analysis for 1949 
rates was included in Chapter 4 of the author’s doc- 
toral dissertation, entitled, Adequacy of Supply of 
Business Capital for the Formation and Growth of Small 
Enterprises, the Graduate School, Northwestern Uni- 
versity, Evanston, Illinois, June 1951. This analysis 
showed that the most favorable tax position in 1949 
was about 7 per cent of earnings of $5,000 increasing to 
33 per cent of earnings of $90,000 (before salary of the 
owner). 


Als 

app 
ear 
to t 
in g 
( 

effe 

tio 

bee 
fiel< 
was 
shij 
lars 

bas 
tax 
wh 

par 

of 

tit] 

on 
co 
adj 

ity 
2,1 

tiv 

fac 

tio 

as 

ca 
ent 

ful 

sal 
pre 

sal 

be 

mo 
the 

set 

sal 

8 
enté 

doc 


Also, these percentages of taxation have 
applied during a period of high business 
earnings, which would be very favorable 
to the financing of growth of enterprises 
in general. 


CASE ILLUSTRATIONS SHOWING FLEX- 
IBILITY IN OBTAINING MOST FAVOR- 
ABLE TAX POSITION 


Some interesting data illustrating the 
effect of income taxes on form of organiza- 
tion and financing of an enterprise have 
been found by the author in the course of 
field research.* In one case, the business 
was first established as a two-man partner- 
ship in 1943. In 1947 it was incorporated, 
largely to obtain a more favorable tax 
basis. The partners found personal income 
taxes heavy, especially in the case of one 
who had income from other sources. This 
partner was not active in the operation 
of the business and therefore was not en- 
titled to a salary. The corporate rate of tax 
on profits was the chief inducement to in- 
corporation. In cases like this one, salary 
adjustments do not have the wide flexibil- 
ity possible in the case illustrated in Table 
2, because an active partner and an inac- 
tive one are involved. 

Another case, a small plastics manu- 
facturing corporation, is a better illustra- 
tion of extensive use of salary flexibility 
as a device for income tax saving. In this 
case, four stockholders were owners of the 
entire business and all were employed 
full time in it. They originally adopted a 
salary rate of $350 per month each. When 
profits grew, they desired to adopt higher 
salaries, but needed all cash which could 
be retained, to finance expansion. Further- 
more the bank which had participated in 
the financing of the business from the out- 
set, frowned on withdrawal of additional 
salaries until bank indebtedness was re- 


* Results of this field research on financing of small 
enterprises are included as an appendix to the author’s 
doctoral dissertation. ibid. 
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duced. However, the bank recognized 
that much higher salaries were justified by 
the success of the business, as measured by 
volume of sales and mounting profits, 
which were largely a reflection of skills and 
abilities of the four individuals concerned. 
To meet the requirements of the income 
tax situation, the bank agreed to salaries 
of $500 per month for each of the owner- 
managers, provided that no increase was 
made in amount of cash being withdrawn 
from the business. Instead, the additional 
amounts of salaries were treated as ac- 
cruals during the course of the year. They 
were liquidated shortly after the end of the 
fiscal year, by issue of additional shares 
of stock in the company to the individ- 
uals. 

Furthermore, it was the practice of the 
company to review the results of operation 
at the end of each year before the final 
financial statements were adopted. The 
owners felt that still higher salaries were 
justified and would result in a further tax 
saving. Therefore, they calculated addi- 
tional salaries at the end of the year, which 
were also accrued and later liquidated in 
the manner described above. This had the 
effect of reducing profits subject to the 
corporate tax. To illustrate, for the fiscal 
year ended September 30, 1949, the 
special accrued salary of shareholders 
amounted to $7,200 plus an additional 
amount of $16,000 set up at the end of the 
year, making a total of $23,200. Thus each 
owner drew a cash salary of $4,200 and 
accrued an additional salary of $5 800, 
making a total annual] rate of $10,000. 
Total salaries for the four owners were 
$40,000 and the remainder of corporate 
profit that year amounted to $12,699 be- 
fore income tax. The Internal Revenue 
Service did not question this arrangement. 
It seems to have been considered justified 
by the important contribution of skill and 
ability by these four owners to the exist- 
ence and profitability of the enterprise. 


| 
| 
| 
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THE RELATION OF HIGH PERSONAL TAX 
RATES TO SMALL BUSINESS FINANCING 


The proposition that heavy personal 
income tax rates in the high income brack- 
ets reduce in an important way the amount 
of funds which would otherwise be in- 
vested in small business enterprises rests 
on the assumption that outsiders in the 
high income brackets are likely to be an im- 
portant source of capital for establishment 
and growth of small enterprises. This 
seems a plausible assumption, since these 
people can bear the risks involved much 
better than investors with lower incomes. 
However, perhaps it should be given fur- 
ther consideration. If genera] data were 
available as to amounts invested in small 
enterprises by outside individuals, ac- 
cording to income brackets, both when 
personal tax rates were low and in recent 
years of high tax rates, more light could 
be thrown on the effects of increased in- 
come tax rates on the investment philos- 
ophies of individuals in the various in- 
come strata. But that would only be pos- 
sible if the effects of income taxes could be 
isolated from the many other factors in- 
fluencing such decisions. In the absence 
of any such data, there seem to be some 
considerations which cast doubt on the 
validity of the original proposition. 

To produce a large individual invest- 
ment income requires a great deal of 
accumulated capital. But the practicality 
of investment of any substantial amount of 
capital by parcelling it into many invest- 
ments of the modest size associated with 
the small business area seems to be open to 
question. Such a program would present 
some important practical difficulties and 
drawbacks. For example, on the basis of 
individual investments of say from $10,000 
to $50,000 each, which represent sub- 
stantial sums in the small business field, an 
amount of $1,000,000 in principal would 
require from twenty to one hundred such 
allotments. For larger funds of capital the 


multiplicity of equities would be even 
greater. 

The individual investor or manager of a 
large fund would need to make a careful 
analysis and would need to have great 
basic ability to judge and select invest- 
ments successfully in each of many enter- 
prises. The subsequent supervision of a 
large number of relatively small invest- 
ments would be an imposing task. Further- 
more, it seems clear that investment of 
outside capital by an individual in a small 
enterprise being established or developed 
by another person is to a great extent an 
investment in the entrepreneur’s ability 
and integrity. This implies reasonably 
close personal acquaintance, or at least 
careful appraisal of character, which would 
seem to be very difficult and risky on a 
large scale and which is best done on a 
local basis. 

However, many good examples no 
doubt can be cited of investment by 
wealthy men in the establishment of new 
businesses of medium rather than small 
size and in financing the expansion of such 
enterprises. Here there is more scope for 
investment of larger sums. Also, the im- 
portance of any single personality in the 
success of the venture is probably not so 
vital as in the case of enterprises which are 
quite small. 

The implications of these ideas are that 
the extent of investment by wealthy indi- 
viduals in small enterprises and thus the 
importance of heavy income tax rates in 
the very high personal income brackets, as 
a factor discouraging investment in small 
business enterprises, may have been some- 
what overrated. Such investment seems 
more likely to occur in cases where a 
wealthy man provides capital for a small, 
new venture because of personal interest 
in the organizer and notwithstanding any 
unfavorable tax considerations; or because 
of personal pleasure derived from partici- 
pation in development of a new local enter- 
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prise. If this hypothesis lacks the convinc- 
ing quality which arises from factual sup- 
porting evidence, it seems fair to observe 
that the opposite view has been commonly 
put forward for a long time in spite of 
absence of records which would provide 
comprehensive supporting data. 

The above discussion has been pre- 
sented to call attention to the fact that, 
apart from questions of income tax rates, 
there are some significant difficulties in 
the way of any large-scale investment by 
high income individuals in formation and 
growth of small enterprises. On the sur- 
face, it might appear that, whatever the 
situation was in the past, the high personal 
income tax rates of recent years would be a 
further detriment to investment from this 
quarter. But the income tax system con- 
tains another element which is a positive 
incentive to wealthy individuals to invest 
in formation and growth of small enter- 
prises, and which should go a long way to- 
wards offsetting the practical difficulties 
referred to above. During the years while 
corporate earnings are being reinvested to 
finance growth, no personal tax will be 
levied on such earnings. When substantial 
growth has been achieved and earnings 
would permit large dividends, the owner 
has the alternative of realizing the appreci- 
ation in value by selling all or part of his 
ownership interest resulting in a long term 
capital gain, which is taxed on a much 
more favorable basis than is dividend in- 
come. Only one-half of such a gain must 
be included in personal income subject to 
tax. Or the taxpayer may report such a 
gain separately and pay a tax of 26 per 
cent on it. Thus, compared with other 
forms of investment income, the income 
tax structure provides a strong incentive 
to high income individuals to invest in 
stock of growing corporations.°® 

* The 1954 tax law reduced the maximum individual 


tax rate on long-term capital gains to 25 per cent and 
also provided exemption from tax on the first $50 of 


The discussion in the several preceding 
pages concerns a matter on which there 
has been much expression of opinion but 
not much factual evidence. It has been 
argued that wealthy capitalists used to be 
important in financing new inventions and 
ideas, but that in recent years heavy in- 
come taxes have caused such men to turn 
to securities of large corporations and 
governments, with the result that small 
business has lost an important source of 
capital. But little is really known as to the 
extent of such financing of small business 
in times past compared with recent years, 
because of lack of general data. Further- 
more, whatever the effects of high income 
taxes are on investment policies of wealthy 
men generally, at least the combination of 
high personal rates and capital gains pro- 
vision would seem to make investment in 
small, growing enterprises more attractive 
than in mature companies for these inves- 
tors, under the tax laws of recent years.’° 


dividend income. Neither of these changes would alter 
the conclusion stated above. 

10 There is an interesting case of expression of opinion 
on this controversial question in Availability of Long-term 
Credit for Small Business, Hearings of the Select Com- 
mittee on Small Business, House of Representatives, 
80th Congress, 1948, page 309, by Frederick D. Gear- 
hart, Jr., President of Gearhart and Coy, Inc., New 
York City, investment bankers. This company has 
specialized in underwriting new security issues of 
medium-sized, rather than large corporations. The perti- 
nent part of Mr. Gearhart’s testimony is as follows: 

“Before I go on with the rest of the costs, I will 
explain that, because it is all very much a part of the 
whole thing. A lot of people think that the tax laws 
are hurting us. The tax laws are not hurting us. The 
are definitely helping us. The redistribution of weal 
helps the procurement of equity capita], and on this 
basis: People with large money—that is, several 
millions,—don’t want to buy in these small com- 
panies. They want to buy Government bonds, they 
want to keep what they have and don’t want to 
worry about making any more money. So, it is the 
farmer out in Kansas—I pick on Kansas because it 
is a particularly good state to sell securities. The 
farmers out in Kansas now have money and they 
want to become financiers, and they have heard of 
capital gains where they are not bothered except for 

25 per cent of their income. They will buy these 

issues. Because of the so-called redistribution of 

wealth and the tax laws, I believe that is very, very 
favorable to the raising of equity capital. I could 
not make any suggestions as to how to help it.” 
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CONCLUSION 

On the basis of the analysis and discus- 
sion presented in this article, what con- 
clusions may be drawn as to the effects of 
income tax rates on financing growth of 
small enterprises? In the case of the very 
small enterprise, the real question seems 
to be whether taxes leave enough earn- 
ings to induce saving and reinvestment by 
the entrepreneur in his own business. For 
larger enterprises, where investment by 
outsiders is sought, an additional question 
is whether income taxes leave enough 
profits to induce the outside investor to 
put his money into the enterprise. In addi- 
tion to the question of rate of return, the 
risk of losing the investment will be taken 
into account in the final decision. 

It is important to distinguish between 
the position of the capitalist-investor and 
that of the manager-investor. In the case 
of the former, it has been observed that 
there are important advantages in the 
long-term capital gains provision, by 
which the present tax structure offers a 
positive inducement to high income indi- 
viduals to invest in the formation and 
growth of small enterprises, rather than in 
mature, dividend-paying ones. These 
would be especially attractive to individ- 
uals who are actively seeking to build up 
their resources through successful selec- 
tion of investments which will give sub- 
stantial profits through growth. Of course, 
large and medium-sized businesses whose 
stocks are traded on the market are 
competing with the smaller units. Inves- 
tors naturally will be influenced by the 
prospective returns from various forms of 
investment and will choose those showing 
the greatest profit possibilities, having in 
mind their particular circumstances, tem- 
perament, and basis of judgment. 

In the case of the active manager-inves- 
tor who has organized a small business, 
probably his basic problem began with 
the decision to pursue that particular line 


of enterprise. Although the extent of in- 
come taxes on prospective profits no doubt 
enters into his choice of a line of business, 
there are many other factors which influ- 
ence that decision, among which personal 
experience and inclination will be very im. 
portant. If he succeeds in any line of enter. 
prise, the same income tax rates will be 
levied on the fruits of his efforts. 
Although growing profits bring higher 
income taxes, the residual amount re- 
ceived by the entrepreneur will increase 
as long as profits increase. The entrepre- 
neur is free to incorporate his business to 
minimize the tax burden. Tax differences 
arising from incorporation have been an- 
alyzed objectively in this article. As a 
matter of practical administration, the 
most favorable combination of owner’s 
salary and corporate profit in a growing 
enterprise can be worked out and adopted. 
We have seen that, for a one-owner enter- 
prise in the earnings range up to $100,000, 
the unavoidable loss of earnings due to in- 
come tax runs from about a tenth in the 
lowest bracket to about 40 per cent in the 
highest, on the basis of 1953 tax rates. It 
is clear that the amount remaining after 
paying income taxes wil] increase sub- 
stantially as profits grow. Thus, it seems 
logical that the entrepreneur’s willingness 
to undertake business expansion is more 
likely to be governed by his confidence and 
expectation of being able to produce a 
larger net income, as well as motives other 
than profits, rather than considerations 
respecting the proportion of the increased 
income which will be withdrawn in taxes. 
The relative positions of the small 
business owner and the outside investor 
indicate that the former has a bigger incen- 
tive towards this kind of investment than 
the outsider. Apart from the question 
of sharing eventual dividends, the inside 
investor stands to benefit more than 
the outsider through the effects of rein- 
vestment of earnings on salary and per- 
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sonal prestige. The outside minority 
shares the risks of ownership, but the in- 
side majority controls important manage- 
ment decisions. In this kind of situation, 
and remembering the advantages of the 
capital gain provisions, it does not seem 
likely that reduced personal income tax 
rates would cause any important increase 
in flow of investment by outside investors 
to small enterprises. The situation strongly 
suggests that most equity capital for small 
enterprises is likely to come from retained 
earnings. 

In view of the restrictive effects of cor- 
porate income taxes on accumulation of 
profits, it is easy to agree that it would be 
advantageous to a growing corporation if 
taxes could be reduced substantially, with- 
out disturbing any other factors in growth 
of the enterprise. However, this appears 
to be most unlikely. To reduce corporate 
income taxes substantially, without any 
change in other aspects of government 
financial activities, would involve the 
substitution of some other important 
source of revenue. Another way would 
have to be devised to tap the flow of na- 
tional income to an important extent, 
without disturbing the volume of business 
generally, or the earnings of small enter- 
prises. Such a possibility does not seem 
likely to be realized. 

Another alternative, a substantial re- 
duction of corporate income taxes made 
possible by an equal reduction in the 
government budget, also has many com- 
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plex implications beyond the scope of this 
study. As a suggestion for constructive 
action it does not offer much promise. 

The foregoing analysis has indicated 
that income taxes are a factor of consider- 
able significance in the financing of grow- 
ing enterprises. However, it is easy to 
attribute more importance to this factor 
in the problem of obtaining capital funds 
for a small business than seems justified by 
an objective look at the extent of its 
effects. High taxes are never popular. It is 
natural that many businessmen should 
point to the large amounts being paid in 
corporate taxes, as the chief cause of the 
difficulties they encounter in securing 
funds for expansion of their enterprises, or 
for outright failure to secure such funds. 
This is often used as an argument for 
exemptions and graduated rates to give 
more favorable treatment to small cor- 
porations. 

In view of the importance of small busi- 
ness in the economy, it is understandable 
that there should be great pressure to 
assist in this area by giving more favorable 
tax treatment. The purpose of this analy- 
sis has been to present points which re- 
quire most careful consideration, if we are 
to arrive at an accurate, objective ap- 
praisal of the significance and effects of in- 
come taxes as a factor in financing small 
business. The results suggest that the high 
income tax rates of modern times have not 
exerted seriously repressive effects on 
growth of small business enterprises. 
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JOINT COST ANALYSIS AS AN 


AID TO MANAGEMENT 


ArTHuR N. Loric 
Professor, University of Washington 


a costly process, it seems important 

to be assured that the results are 
worth the cost. The uses which can be 
made of joint cost calculations are not 
usually clearly defined. 

The main use, and the only one com- 
monly recognized, is the pricing of joint 
products in inventories. For management 
guidance, the separation of joint costs by 
the joint products is assumed to serve no 
useful purpose. The products originate 
from common materials and a common 
processing up to the split-off point and are 
inseparable up to that point. Managerial 
decision cannot be exercised as to whether 
or not to exclude one or more of the prod- 
ucts in the processing; they must all be 
produced or none. Furthermore, the 
chance to vary their relative quantities in 
the short run is practically non-existent. 
Hence management gains as much control 
information from their total combined cost 
figures up to the split-off point as it would 
from those same joint costs divided among 
the products. 

However, there are conditions under 
which a joint cost calculation will reveal to 
management an important indication as 
to whether or not a joint product should be 
processed beyond the split-off point. An 
illustration appears to be the best way of 
presenting this situation. 

In the illustration, the value method of 
distributing joint costs is used. That is, the 
ratio of the sales values of the several prod- 
ucts is taken as the ratio for distributing 
the total cost of the joint processing. This 
is the only distribution method that seems 
logical to use whatever the conditions sur- 
rounding the joint production process. It 
is logical because it assumes that every 
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dollar invested in the production of the 
products is equally profitable (or unprofit- 
able). Since in no way can it be deter- 
mined how much of the joint cost actually 
goes into each of the joint products, how 
could any of the invested dollars be as- 
sumed to earn more or less than any 
others? In fact, if any such variation in 
profitability could be assumed, it would 
open the door to possible willful manipula- 
tion of the reported profitability of the 
business for any given period. 

Another inevitable condition accepted 
in the illustration is that the distribution 
of joint costs should be made at the earliest 
possible point in the processing. This could 
be no earlier than the split-off point, of 
course. Beyond the split-off point, the 
decision is separately made for each prod- 
uct. The distribution point in each case 
is the earliest at which a sales value of the 
product is satisfactorily determinable. 
It might be at the split-off point, if the 
product can be sold without additional 
processing. Or the product may require 
some further work before a market can be 
found for it. But as soon as a sales value 
can be determined, that is when its share 
of the joint cost can and should be cal- 
culated.’ Whether or not processing is con- 


' In effect, the costs incurred up to the split-off point 
and the separate processing costs incurred afterward u 
to the point where sales values are determined are all 
joint costs (although the latter are set forth separately 
in this paper). They are all unavoidably bound together 
and figure in the joint cost distribution calculation. 
Therefore, each dollar invested in such costs must logi- 
cally be assumed to be equally profitable. 

Some accountants attempt to determine sales values 
at the point of split-off by deducting the separate 
processing costs from the sales values a the respective 
products. But in doing so, they assume that all the 
profits reflected in the latter sales values are earned 
prior to the split-off. It assumes the investment in the 
separate processing costs contribute nothing to the 
profits. Such an assumption is clearly illogical. 
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tinued beyond that point is a matter of 
separate managerial decision, not related 
to the joint production process, since the 
contribution of such additional processing 
to profits can be calculated separately. 

Therefore, at the point at which joint 
costs should be distributed, each product 
has reached the first stage at which it can 
be sold readily without further processing. 
But even if one or more of the products are 
actually sold at that point, it is not the 
recorded sales but the sales value of the 
production which must be used in estab- 
lishing the joint cost distribution ratio. 
The sale of the opening inventory must 
not be allowed to affect the cost calcula- 
tion for this period. We assume, then (in 
the absence of any other logical assump- 
tion) that a product inventory carried 
over from the preceding period would be 
sold before any of the current period’s 
production of that product. The remain- 
ing sales plus the ending inventory priced 
at the sales price prevailing at the end of 
the period gives the sales value of the 
period’s production. This is the figure to 
be used in establishing the ratio for dis- 
tributing the joint cost. 

For purposes of the illustration, assume 
two products, A and B, produced at a 
total cost of $7,200,000 and having a 
sales value of $4,000,000 and $8,000,000 
respectively so that the gross profit is 40 
per cent. Special processing costs between 
the split-off point and the point at which 
sales values are determinable are 
$1,500,000 and $2,500,000 for the two 
products. Then the distribution of the 
joint costs of $3,200,000 may be calculated 
by the following simple procedure. 


A B Total 

(in thousands of dollars) 
Gross profit (40%)........ 1,600 3,200 4,800 
ee 2,400 4,800 7,200 
Special processing costs.... 1,500 2,500 4,000 
900 2,3 3,200 
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But suppose that the special processing 
costs are $2,800,000 and $1,200,000 respec- 
tively. Then this method of distributing 
the joint costs shows a startling result. 
Note the following calculation. 


A B Total 
(In thousands of dollars) 
Total cost (as above)...... 2,400 4,800 7,200 
Special processing costs.... 2,800 1,200 4,000 


According to this calculation, product B 
absorbs all of the joint cost ($3,200,000) 
plus $400,000 of product A’s processing 
costs. 

Does this result indicate a flaw in the 
method of distribution? Not at all. In fact, 
it points to a beneficial use to management 
not commonly recognized. When a nega- 
tive figure results for one product, as with 
A in the illustration, it means that the 
producer would probably benefit by dis- 
continuing processing that product and 
devoting the amount of capital thus re- 
leased to producing more of the other prod- 
uct. There are other factors to take into 
account in considering such a change, as 
will be pointed out later; but the figures 
point clearly to that possibility of increas- 
ing the profit. 

In proof thereof, let us assume that the 
capital represented by the total cost 
($7,200,000) is devoted to producing prod- 
uct B alone, with the portion of the ma- 
terial which formerly went into product A 
now being regarded merely as waste 
residue. Then the gross profit becomes 
greater and may be determined by the fol- 
lowing procedure. 

Since total costs are established as 
$7,200,000, only the sales value of the 
finished product B need be found in order 
to calculate the gross profit. The quantity 
of B produced, and its sales value,? would 

2 Tt will be assumed that the increased quantity of B 
can be sold at the same unit sales price receivable for 
the original quantity. If the sales price would be ex- 


pected to decline, this would need to be taken into ac- 
count. 
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vary proportionately with the amount of 
raw material entering into production. 
And assuming the increase in production 
does not change the unit costs, the quan- 
tity produced would also vary proportion- 
ately with the entire cost up to the 
split-off point. The first step, then, is to 
find out what share of the total cost of 
$7,200,000 would be incurred prior to the 
split-off point. 

The ratio of the costs up to the split-off 
to the total cost can be determined from 
figures in the illustration. The costs up to 
that point were $3,200,000; the special proc- 
essing costs of B were $1,200,000; their 
total is $4,400,000. Therefore, the ratio to 
total cost is 32:44 or 72.7272 .. . percent. 

Applying that percentage to the 
$7,200,000 established costs for B gives 
$5,236,364 as the costs which would be 
incurred prior to the split-off. This is an 
increase of 63.6363 ... per cent over the 
$3,200,000 of such costs when both A and 
B were produced. Hence, if B alone is 
produced, its production would increase by 
that percentage. 

It is clear, then, that the sales value of 
B should also increase by 63.6363 . . . per 
cent, or from $8,000,000 to $13,090,909. 
The expected gross profit would be the 
difference between $13,090,909 and 
$7,200,000 or $5,890,909. 

This sales figure for B alone, it will be 
noted, exceeds the sales values of A and 
B together as indicated in the illustration. 
Furthermore, the profit of $5,890,909 cal- 
culated as being obtainable in producing 
B alone compares with the $4,800,000 de- 
termined as the result of producing both 
A and B. This increase in profit of 
$1,090,909, or 22.73 per cent, results only 
in part from the increased dollar volume 
of sales. The rate of profit on sales also 
increases, from 40 per cent to 45 per cent. 
The reason is that, as a necessary con- 
comitant to the situation represented in 
the illustration, the rate of profit on A 


(even when excluding any share of the 
joint costs) is less than the rate of profit 
on the whole joint undertaking.* If this 
were not the case, a negative figure could 
not arise in the calculation; it would be 
more profitable to process both A and B. 

The foregoing figures assume that both 
products A and B have been produced. 
But this type of analysis also could be 
made through using estimates before any 
actual investment in the processing of A 
and B takes place. In other words, there 
need be no actual releasing of capital pre- 
viously devoted to producing A, but rather 
a decision not to make even the original 
investment in capital for processing A. 

As the reader may have concluded by 
this time, a situation such as is described 
here is not fundamentally one involving 
joint products. When indications are that 
a certain “joint product” should not be 
processed, then it is not properly regarded 
as a product but as a waste. But, as is 
assumed here, it is sometimes impossible 
to determine if a product should be proc- 
essed unless a calculation somewhat along 
this line is made. 

Mention was made earlier of a need to 
consider other factors in making a mana- 
gerial decision based upon this type of 
calculation. Some of these considerations 
are: 

What cost, if any, will be incurred in disposing 
of the unprocessed product A? 

What effect, if any, would the increased pro- 
duction of B have upon its sales price? Or can the 
increased production be disposed of at all? 


What effect, if any, would the increased pro- 
duction have upon the price of raw material, or 


*In the illustration A, with $2,800,000 of special 
processing costs and $4,000,000 of sales value, has only 
a 30% rate of profit even if no costs up to the point of 
split-off are assigned to it. This compares with the 40% 
rate on the whole joint undertaking. Thus the rate for 
B alone would exceed the joint rate. 

Since it is necessary to calculate or estimate the 
results of the joint operation in making this type of 
analysis, the relationship of the rates of profit does not 
seem to provide an easier approach to the problem. It 
merely helps to explain how such a situation happens to 
arise. 
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the availability of it in sufficient quantities? 
What, also, would be the effect upon other unit 
costs? 

Is it necessary to supply product A to custom- 
ers in order to obtain their orders for product B? 

Is there an investment in capital assets used 
in processing A which might make it desirable to 
continue producing it for the time being? Or can 
the firm obtain added investment in capital assets 
for processing the increase in product B? 

What will be the effect upon the community 
of the contemplated change in production? Will 
the labor force of the company be decreased or 
increased? Has product A become vitally neces- 
sary for the purposes of some other industries? 

Is there sufficient capital available to expand 
the production of product B to the limit indicated 


by good judgment and still produce product A? 
If so, then the production of A (as a by-product) 
would bring additional profit as Jong as its sales 
value exceeds its special processing costs. 


But such factors are merely indicative 
of the considerations surrounding many 
other management decisions. They do not 
discredit this type of determination. Whe- 
ther prepared from estimates made in 
anticipation of possible production or from 
experienced figures after production has 
been undertaken, the calculation might 
point the way to improved profit-making 
ability. It can be an aid to management 
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THE NEW INTERNAL AUDITING AND 
THE NEED FOR SPECIALIZED 
PREPARATORY TRAINING 


ArTHUR H. Kent* 


HE GROWTH of modern business, 

with its ramifications and complexi- 

ties, has accentuated the need for 
men who are not only basically capable, 
but who have also had specialized prepara- 
tory education. 

The universities in their regular courses, 
in their graduate schools, and in their 
seminars for businessmen are doing a re- 
markable job in attempting to meet this 
need. 

Continuing new developments in indus- 
try are enlarging these demands from year 
to year. It is no longer sufficient, for ex- 
ample, to think of engineering in general 
terms. An electronics engineer needs knowl- 
edge entirely different from that of the 
construction engineer. 

More and more, business has required 
trained accountants to gather and portray 
for management the financial facts of 
business. And because of the importance 
of accuracy and proper classification of 
these data in the financial statements, it 
has been necessary to train men to exam- 
ine, analyze, and verify them. 

The universities have undertaken, there- 
fore, to train men to be accountants and 
auditors. As in the illustration of engineers, 
cited in a previous paragraph, new devel- 
opments are setting up the need for a dif- 
ferent type of auditor with a different type 
of training from that provided for in the 
past. 

Auditing courses in our universities have 
been directed primarily to preparation for 


* Retired General Auditor, Standard Oil Co. of Cali- 
fornia; at present, Audit Supervisor of Lockheed Air- 
craft Corporation. 


the profession of Public Accounting—in 
which the primary objective is the verifica- 
tion of the propriety of financial books 
and records. Very little has been done, 
as yet, to prepare men for the profession 
of Internal Auditing in its new concept as 
a branch of managerial control. 
It is the purpose of this article to: 


1. Trace the evolution of Internal Auv- 
diting from its original concept of 
clerical verification to its present con- 
cept as an important element of 
managerial control. 

2. Illustrate briefly the quite different 
objectives and approach of the In- 
ternal Auditor from those of the 
Public Accountant in audits usually 
considered to be in financial areas; 
and to indicate Internal Auditing 
objectives in areas in which the 
Public Accountant does not partici- 
pate. 


THE EVOLUTION OF INTERNAL AUDITING 


Over the past decade or two there has 
been a gradual but steadily changing con- 
cept of the basic objectives, scope, and 
services of Internal Auditing. Today, it is 
no longer clerical or strictly accounting in 
nature; it is an important phase of mana- 
gerial control over business operations. 

Although the contrast between the pres- 
ent concept and that of the early years of 
Internal Auditing is sharp, it has evolved 
slowly in a series of logical steps. Broadly, 
there have been three recognizable major 
steps in this evolution; but even in these, 
the lines of transition were not sharply 
defined. The three stages or major concepts 
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of the function of Internal Auditing might 
be described as follows: 


1. The verification of the mathematical 
accuracy of various accounting 
figures, with particular attention to 
cash matters; reconciliations of bank 
accounts, audits of payrolls, check 
of approvals on documents. 

2. The verification of the accuracy and 
propriety of the company’s accounts 
and financial statements. This was a 
more detailed, but essentially similar 
type of auditing to that performed 
by the outside accountants. 

3. The adoption of a top management 
point of view—rather than a strictly 
accounting one—in all areas under 
examination. The logical effect of 
this change of viewpoint was to ex- 
tend gradually the scope of verifica- 
tion, inquiry, and appraisal into areas 
of business beyond those usually des- 
ignated as accounting. 


So that commencing largely as a purely 
clerical function—a double-checking of 
accounting computations and postings— 
it passed through a period in which it also 
operated along lines similar to those of the 
outside accountant, and is now emerging 
into a service and field of activity distinct 
from that performed by anyone else, either 
within the company or outside of it. 

Prior to describing the steps by which 
Internal Auditing arrived at its present 
concept, certain general statements should 
be made. 

The progress of Internal Auditing has 
varied by companies. In some companies, 
it is even at the present time in what we 
have described as the second stage of 
evolution—auditing in approximately the 
same areas as those of the outside account- 
ant. Others, while adopting a certain 
amount, at least, of a managerial view- 
point, have not extended their scope 
beyond financial accounting matters. 
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Again, others are full practitioners of the 
concept recognized in The Institute of 
Internal Auditors “Statement of Responsi- 
bilities’—that Internal Auditing may 
properly deal with matters of an operating 
nature. 

It must be recognized, however, that 
there will always be a number of factors 
that will prevent an absolute uniformity 
in the scope of Internal Auditing as be- 
tween companies. Perhaps, the primary 
cause of variation will be due to different 
points of view of the top management of 
companies. Some will encourage extension 
of scope; others will place limitations on it. 
In some companies, special organizational 
groups, independent in status and hence 
objective, may carry on surveys which in 
other companies are assigned to the In- 
ternal Auditing group. 

The fact remains, however, that what- 
ever growth in usefulness and recognition 
is to accrue to Internal Auditing, and 
whatever fulfillment of its claims to being 
a distinct profession is to take place, must 
come about through the concept of its 
being an integral portion of managerial 
control, not an accounting activity. And 
this viewpoint is definitely growing. 

This, however, does not mean that In- 
ternal Auditing has deserted the financial 
field for something which at times may 
approach management engineering. It does 
not mean that in expanding its area of use- 
fulness it has parted company with its 
earlier concepts. It includes them, has 
added to them, but changed its slant and 
stress point. 

It will still interest itself in mathemat- 
ical accuracy, it will still be alert to cash 
manipulations, and it will still verify the 
propriety of accounts and financial state- 
ments. However, its basic concept of 
rendering every possible constructive aid 
to top management logically forces it out 
into fields beyond those found in the ac- 
counting department. 
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Management Responsibility and Needs 


A primary function of management is to 
control and coordinate the various activi- 
ties for which it is responsible into a unified 
endeavor, so as to produce a successful 
end-result. In addition to basic adminis- 
trative ability, it must have the necessary 
tools; and one of the greatest of these is 
complete and accurate information as to 
each activity. 

The information as to financial results 
is supplied by the accounting organization. 
Management, however, needs to know 
something more than these; it needs to 
know whether such results are as good as 
should have been expected. 

It therefore requires close-up pictures of 
operations—information as to whether 
established policies and programs are 
actually being followed, whether proper 
controls have been established, and are 
effective, whether supervision is intelligent 
and alert, and similar criteria of a sound 
business operation. It needs all the know- 
ledge it can obtain in the interests of in- 
telligent and strong control of the entire 
business activity. 

In addition to the information as to 
such matters which filter up through line 
supervision, it needs the services of in- 
dependent staff men, who are objective 
in their viewpoints, who will examine 
activities at the source, and furnish un- 
biased appraisals of their findings and 
opinions. 

That is the field into which the Internal 
Auditor working under the newer concept 
is being fitted, and for which he needs all 
the preparatory training he can obtain. 


Considerations Gradually Leading to the 
Present Concept 


It has been stated previously that this 
evolution in concept was a natural and 
logical one—one move pointing the way to 
the next, slowly but steadily. 


The Accounting Reriew 


Internal Auditors were rendering a sery. 
ice to their companies in checking and 
verifying financial statements and their 
underlying data. And they possessed, or 
acquired, certain skills in performing this 
work. It was simple common sense then, 
that if management was desirous of as- 
surance that accounting records and state- 
ments were reliable, it also needed assur- 
ance that statistical data and statements 
furnished to it (and on which managerial 
decisions and future plans depend) were 
similarly reliable. 

Obviously many of these operating 
statements are based on data provided by 
non-accounting people; hence, their valid- 
ity required particular verification. If the 
Internal Auditor could render a service by 
analyzing accounting data, it was quite 
logical that he should apply similar tech- 
niques to non-accounting material. So, 
here and there, a few Internal Auditors 
began to examine the underlying data of 
non-accounting statements, and the prac- 
tice began to spread. 

Then, since it had been considered that 
the appraisal of accounting policies, pro- 
cedures, and practices was properly within 
the useful service of the Internal Auditor 
to management, it was logical that he 
should recognize that his appraisal of 
similar matters in non-accounting areas 
would also be of value to management. 

The managements of various companies 
where Internal Auditing was being broad- 
ened in scope began to recognize its po- 
tential value to the company and encour- 
aged it—and further possibilities were at 
the door of the Internal Auditor. 

And so, step by step, the scope of his 
activities widened. No spectacular, over- 
night transition took place; but as each 
new area was entered and useful work 
accomplished in it, the opportunity was 
offered to move on slowly and carefully 
into still other phases of company activi- 
ties. This cautious extension of Internal 
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Auditing services was successful and sound 
in principle. 


The Effect of the Changed Concept on In- 
ternal Auditing Staff Requirements 


This ever-widening scope of activity, 
this movement out into areas beyond the 
accounting field, began to spotlight the 
fact that a somewhat different set of quali- 
fications for Internal Auditing was neces- 
sary. 

The education which fitted a man to au- 
dit financial statements and records was 
not sufficient in itself to equip a man for 
the broader areas. The habits of thought 
and the mental approach of the Internal 
Auditor, who was to practice the new con- 
cept successfully, had to be different. Con- 
siderations and perspectives would need 
to be those of a manager rather than those 
of an accountant. 

Certainly, a capable Accounting Depart- 
ment can be of inestimable value to top 
management in portraying the financial 
status of the business, and in furnishing 
analyses of various aspects of it. Many 
other matters, however, are of vital con- 
cern to management, and demand its time 
and serious thought. The soundness and 
practicability of the company’s policies, 
the quality and quantity of production 
and sales, the relations with personnel, and 
the over-all efficiency of the many and 
varied detailed activities of the business— 
all these are integral factors of successful 
management, and must receive their prop- 
er proportion of management attention. 

This then was the broader, more highly 
ramified and complicated world into which 
the Internal Auditor was to venture. In 
order to be of any real value he must con- 
sider and evaluate everything that comes 
within his observation with the vision and 
sense of values of a top manager. His 
mental processes and reactions must paral- 
lel those of the top men of his company. 
The specialized background and areas 
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of activity of the accountant did not, of 
course, disqualify him for this new and 
broader activity. Such training could be 
of great value, provided that he had the 
type of mind that could grasp and absorb 
this broader viewpoint, and provided that 
he would equip himself with whatever 
additional education was necessary. Actu- 
ally, the larger proportion of the men, who 
today are practicing the widened scope 
of internal auditing have been drawn from 
the ranks of men trained in financial au- 
diting. 

Internal auditors who are trained to 
practice successfully in this broad field 
have unique opportunities of learning the 
basics of business management and be- 
coming acquainted with the detailed as- 
pects of the business itself. Such a broad 
education should enable them to move 
upward in the business world. 


ILLUSTRATIONS OF MANAGEMENT-VIEW- 
POINT AUDITING 


In an article such as this, it would be 
impossible to furnish a list of all audits in 
which the management point of view can 
be injected, in addition to the verifica- 
tion one. We have therefore selected four 
in areas which are familiar to the Public 
Accountant, and have indicated briefly the 
differing objectives which the Internal 
Auditor seeks to achieve. In addition, we 
have briefly discussed areas of business 
operations in which the Internal Auditor 
may engage, but which—except under 
extraordinary circumstances—would be 
completely outside of the Public Account- 
ant’s field of work. 

These illustrations should serve to con- 
trast the activities of the Internal Auditor 
and the Public Accountant. 


Financial Accounting Areas 


Accounts Receivable. The Internal Au- 
ditor will not merely verify by circulariza- 
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tion the existence and accuracy of the re- 
ceivables shown on the books. Since it is a 
matter of vital interest to management, 
he can seek to determine as a part of the 
program of confirmation letters, the opin- 
ions of customers as to the service fur- 
nished by the company in both operating 
and accounting matters. In addition he 
can examine the correspondence files, to 
determine whether requests or complaints 
have been handled promptly, courteously, 
and intelligently. 

It may be that although the account 
balance at the time of the verification is 
correct, too many mistakes have been 
made over a period of time in invoices, 
credits, etc. All such mistakes irritate 
customers, and undermine those good re- 
lationships which are essential to a con- 
tinuity of business. 

Credit Administration. The Internal 
Auditor will not be concerned alone with 
the aging of accounts and the propriety 
of reserves for bad debts. He will seek in- 
formation as to the manner in which credit 
policies have been administered. Has 
there been laxity in observance of policies 
or collection effort? Has there been over- 
rigidity in applying policies, which has 
hindered legitimate sales efforts? Has 
credit correspondence been of such a na- 
ture as to effect collections, without at the 
same time creating unnecessary ill-feeling? 
In other words, has there been a proper 
balance of collection aggressiveness and 
good judgment? 

Invoices and Statements. Are they issued 
promptly as well as accurately? Dilatori- 
ness may not only delay collections for a 
few days; in some instances customers who 
are short of money may work on the basis 
of first come first served for the current 
month. Inaccurate invoices and statements 
inevitably irritate customers, and produce 
bad publicity. 

Inventories. The internal auditor with a 
management slant will do more than ob- 


serve physical inventories, reconcile them 
with the books, and see that the adjust- 
ments are reasonable. 

It may be that for various reasons there 
are a large number of discrepancies both 
in quantities and in dollars; but inasmuch 
as they consist of both overs and shorts 
(in many instances totally unrelated), 
sizable gross differences in values ‘‘net” 
to an amount which comes within a gen- 
erally accepted tolerance from an account- 
ing standpoint. 

Such a condition would indicate inac- 
curate ledger work, or poor stores docu- 
mentation, and a general condition quite 
unsatisfactory to management from an 
efficiency standpoint—all this, despite the 
acceptability from a write-off standpoint. 
Furthermore it might be that a thorough 
investigation of differences (both over and 
short) might reveal quite unsatisfactory 
practices. 

Again the internal auditor will inspect 
stores housekeeping conditions to deter- 
mine whether they were such as to pro- 
duce prompt shipments, etc. These are 
matters of considerable importance to 
management, although not directly con- 
nected with accounting. 

In addition, he will determine that 
policies applicable to such matters as time 
storage limitations are being observed. 
(Certain articles will deteriorate, and 
should be used first in, first out; otherwise 
it may be necessary to scrap them.) 


Non-financial Accounting Areas 


There are many departments in a Com- 
pany in which records of activities are not 
a part of the chain of data which ulti- 
mately is given effect to in the Financial 
Statements. Some of these records may 
affect financial data indirectly; a larger 
portion of them are the mechanisms by 
which the flow of operations is controlled. 
Many of them do not contain any recogni- 
tion of dollars. They are records of what 
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operations have taken place, whether they 
are on schedule or not, volume of work 
performed, results versus expectancies, 
etc. Some of them inform immediate super- 
yision only; others reach higher manage- 
ment. 

Each such department has responsibili- 
ties, policies, programs and detailed proce- 
dures. These need review as to soundness 
and adequacy. The satisfactoriness of 
performance needs review. 

In these departments day by day the 
many and varied detailed operations of the 
big business machine are performed. Top 
management has little opportunity to 
scrutinize these detailed activities that 
produce the condensed reports it receives. 
Certainly, then, objective examinations 
and appraisals by men trained in analytical 
work and independent in status are of value 
to management. 

Because of the variety of such activities 
in varied industries, and the varied de- 
sires of particular managements, it is 
only possible in an article such as this to 
indicate the general nature of such audits 
by a few illustrations—and even these can 
but be sketchy. 


Purchasing 

In every Company there is opportunity 
to examine the purchasing activities. Such 
an examination would seek to offer to top- 
management an objective appraisal of 
these extremely important activities. 

Analyses would be made to determine 
whether purchasing policies were being 
carried out; whether the department had 
developed and was making use of records 
furnishing complete data as to sources of 
supply; whether procedure has been de- 
veloped and were being followed strictly 
in the matter of placing orders without fa- 
vor—through bids, etc.; and whether there 
were proper working relationships with 
other Company departments. 
In summary, these studies would seek 
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to offer an objective appraisal of the entire 
Purchasing Department activity. Since it 
represents the ultimate expenditure of a 
very large proportion of Company funds, 
it is extremely important to top-manage- 
ment to know whether it is controlled to 
the extent expected. 


Factory operations 


In a large factory, management must 
depend to quite an extent on various re- 
ports of a non-financial nature to exercise 
control over both efficiency and cost. The 
accuracy of these data requires independ- 
ent verification to determine their reliabil- 
ity. The Internal Auditor must gain an un- 
derstanding of operations before he can 
pass on the validity of the reports. Again 
there is a vast mass of paper which con- 
trols the status of work and the movement 
of material and of fabrication processes. 
Lack of good systems, inaccuracies, un- 
intelligence, and lack of timely compilation 
of records may bring about costly tie-ups 
or outright losses. There may even be a 
parallel in these areas to financial manipu- 
lations; i.e., improper information deliber- 
ately furnished in order to cover an un- 
satisfactory situation. An objective, intel- 
ligent appraisal of such matters will be of 
considerable assistance to management. 


Other Areas 


Rather than attempt to detail the many 
areas in which the Internal Auditor may 
be useful, and the objectives sought, it 
might be sufficient to suggest that they 
could well include such varied matters as: 


Personnel Administration including Wage & 
Salary policies 

Receiving, Shipping, and Inspection activities 

Efficient use of Company product containers 

Special analyses of product losses 

Reclamation activities 

Analyses of surplus stocks—propriety and 
cause 

Tool control 
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CONCLUSION 

The wide scope of activities and the 
managerial approach to examinations of 
them should indicate clearly that the 
Internal Auditor is operating in a field that 
is distinct from that of the Public Ac- 
countant. It follows then that his profes- 
sional equipment must be different, that 
his preparation, background, and the 
atmosphere in which he thinks must more 
nearly approach that of a manager rather 
than that of an accountant. 

As he carries on his activities he will 
acquire constantly more and more knowl- 
edge of business operations, but from a 
“managerial” rather than from an “ac- 
counting” viewpoint. It seems logical, 
therefore, to believe that he will progress 
faster and more soundly if he has been 
trained in his university days along these 
lines. 

We have a sympathetic recognition of 
the constantly increasing demand on our 
universities for specialized training for 
this and that activity. We recognize that 


there is only so much that they can do, 
We do, however, suggest that whatever 
can be done to inject into the curriculum 
some helpful preparation for the growing 
demand from industry for management- 
minded Internal Auditors will be a worth- 
while contribution. 

Perhaps at the outset it will be simply 
an amplification, and a changed slant in 
auditing courses, so as to aim them at the 
broader industrial needs, as well as at 
Public Accounting. Perhaps there might 
be included refresher courses in the prac- 
tical aspects of personal relationships (a 
very important factor in this changed In- 
ternal Auditing) and in the techniques of 
survey reports—intended for busy, prac- 
tical operating management. Beyond this, 
time and experience will dictate broader 
horizons. 

Internal Auditing today is an interest- 
ing, intriguing field. It is providing some- 
thing distinct and valuable to business 
management. It requires capable and prop- 
erly prepared men. 
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A SUGGESTED PROGRAM FOR 
COOPERATION BETWEEN EDUCA- 
TIONAL INSTITUTIONS AND 
SMALL PRACTITIONERS 


CHARLES LAWRENCE 
Assistant Professor, Michigan State College 


ECRUITING of trained personnel is a 

R problem in all professions. But, in 

a growing profession, such as pub- 

lic accounting, even greater demands are 

being made for new recruits in order to 
provide a sound basis for expansion. 

This article is limited to a discussion of 
some educational aspects of the small 
firm’s personnel problem. Any problem 
involving small practitioners (say those, 
with six or fewer partners, whose business 
is primarily concentrated in a local area) 
may well command widespread interest. 
Evidence of the diversity and strength of 
this segment of the profession is clearly 
demonstrated at each successive American 
Institute meeting. Although there are no 
figures to measure accurately how many 
accountants fall in this category, a reason- 
able estimate might be that nearly one- 
half of the members of the accounting pro- 
fession are either classified as, or inter- 
ested particularly in the problems of small 
practitioners. Their major problem cur- 
rently is that of attracting qualified re- 
placements to this phase of public account- 
ing practice. 

The need for new blood in this area is 
great. Current surveys of local members 
show work loads at a maximum; the possi- 
bility of firm growth itself often is limited 
only by lack of additional trained person- 
ne]. All future planning—including the 
preserving intact of the firm’s clientele in 
case of death or retirement of a partner, 


of planned (and effected!) vacations, or of 
continuity of work and maintenance of 
auditing standards of performance—de- 
pends to a large measure upon securing 
qualified new members for local firms. 
There are at present many sources of 
future public accountants, but this article 
is concerned only with those potential re- 
cruits provided by the graduates of our 
colleges and universities. This discussion 
will be concerned with the attitudes of 
these students and the relationships of the 
institutions from which they graduate to 
the accounting profession in general, but 
particularly with the small-firm share of 
the practice of public accounting. This 
does not deny that there are accounting 
recruits besides college graduates. How- 
ever, these other trained accounting per- 
sonnel are not easily attracted to small 
accounting firms at the present time, they 
are not changing jobs in large numbers, 
and junior pay scales are not such as to 
induce these persons to take up public 
accounting as a career in preference to 
private accounting opportunities. Gener- 
ally these experienced candidates for 
entrance into the public accounting pro- 
fession have both family responsibilities 
and economic necessities far greater than 
can be met by the prevailing wage rates 
offered to new staff members. As a con- 
sequence, the college field of recruits be- 
comes the most feasible area for producing, 
if not the best trained, at least the most 
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readily available recruits for the practice 
of public accounting. 


GENERAL RELATIONSHIPS BETWEEN 
EDUCATIONAL INSTITUTIONS AND 
SMALL PRACTITIONERS 


The evident mutual interest in college 
graduates by both small practitioners and 
college educators might lead to the pre- 
sumption that communication and con- 
tact between the two groups is both fre- 
quent and fruitful. Such is not the case in 
many instances. Rather, there are numer- 
ous cases where the opposite atmosphere 
prevails, and formidable barriers to effec- 
tive communication seem to be in evidence. 

The bars to effective exchange of ideas 
and contacts between colleges and practi- 
tioners are especially to be regretted when 
colleges and near-by small practitioners 
have basically such common interests and 
such complementary talents. But com- 
munication barriers have been erected by 
both groups. The local practitioner is loath 
to call upon the “‘theoretical knowledge” of 
educators because his problems, although 
“practical” and specific in nature, would 
lend themselves to research just as effec- 
tive as the educator’s. Further, the cost 
of contacting the local college faculty, in 
terms of dollars and time, is often con- 
sidered prohibitive. 

On the other hand, effective barriers 
are also built up by educators. Many on 
the accounting faculty are of the opinion 
that the local firm’s work is limited in 
scope and service. Their common belief is 
that this work is limited to little other than 
local bookkeeping engagements, elemen- 
tary tax work, and similar duties. This 
opinion generally rests (a) upon the ap- 
parent lack of “heavy” auditing and tax 
opportunities in the area (based upon the 
educator’s cursory survey), and (b) upon 
the local firm’s apparent unwillingness to 
fill its professional educational responsibil- 
ities. 


However, the basic barrier to effective 
professor-practitioner relationships is lack 
of communication. National firms have 
overcome this difficulty by visiting most 
colleges and universities two or three times 
a year, primarily for the purpose of in- 
terviewing potential graduates of these 
institutions. Understandably the visitors 
maximize the benefits of their own type of 
organization, educational training, job 
opportunities, etc. These same _inter- 
viewers, adept in public relations, contact 
the faculty and spread the general good- 
will of the firms they represent. The 
faculty, in turn, is made thereby more 
receptive to the national firm’s general 
personnel needs if only by virtue of con- 
tinued contact. What comparable program 
is practiced by most local firms with near- 
by colleges and universities? Often the 
answer is none. 


A Program for Cooperation 


Yet these past barriers to effective 
communication need not always remain in- 
surmountable. The solution lies in effective 
cooperation of the local practitioners and 
the faculties. Each group has something 
unique to offer the other. The first steps 
to be taken should be toward a mutual 
exchange of the talents peculiar to each 
party, which are usable by the other. The 
suggested areas of cooperation which fol- 
low may not be universally applicable in 
every education situation, yet the pro- 
gram here outlined is designed to provide 
a wide base of cooperation between ele- 
ments of a single accounting profession. 


Student Internship Program 


It seems entirely feasible that one or 
more local firms could lay out, from their 
work calendar, a varied and diversified 
program of training for college internees. 
This approach would have several marked 
advantages. First, it would provide evi- 
dence of a growing interest in the develop- 
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ment of all potential members of the ac- 
counting profession as a whole. This is an 
educational responsibility that must soon 
be accepted by even the smaller members 
of any progressive profession. The local 
practitioners are not now doing their part. 
The present educational side of coopera- 
tive educational programs is borne almost 
entirely by non-local or national firms; 
such a distribution cannot be justified on 
either a professional basis, or by the 
peculiar needs of the students being 
trained. If half of the CPA’s in the country 
are affiliated with, or partners of local 
firms, it seems reasonable that a sub- 
stantial proportion of potential account- 
ants will have a major interest in local ac- 
counting practices. However, professional 
responsibility is not the only reason for 
participation in the internship programs. 
A second advantage is that such a pro- 
gram could be a means of communicating 
to the faculties of the students involved, 
an idea of the breadth and depth of work 
accomplished by local accountants. Thus, 
the service performed by local firms could 
be demonstrated, and emphasis could be 
laid on the fact that size is not the only 
criterion by which to judge professional 
service. 

In order to make this program valid and 
educationally persuasive, some care would 
have to be exercised in the construction 
and its administration. It should be varied, 
well-supervised, and set up in a fashion 
to provide each internee with a close look 
at the varied facets of an accountant’s 
work. 

As much of the past faculty objection 
has been based upon the opinion that the 
local firms do largely bookkeeping, the 
internee’s program should not consist of 
bookkeeping only (even though he may 
need experience in practical matters). 
His program might well be laid out to en- 
compass a sampling of the major areas of 
junior work: cash, inventory, receivables, 
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depreciation, etc. Some thought should be 
given to enlightening the internee on 
various ways of the end product of both 
the audit at hand, and of the possibilities 
and responsibilities found at higher levels 
of professional accounting responsibility. 
Most important of all, during this period 
the local firm should not overlook the 
opportunity to show the internee the 
peculiar advantages of working in a small 
office, such as local prestige, opportunity 
of grasping larger responsibilities more 
quickly, small city living conditions, etc. 
Surely, those who best know the small 
practitioner advantages are those who 
are now satisfied practitioners. The in- 
ternee following such a local internship 
program should graduate from college 
with at least a look at both sides of the 
accounting practice picture, and thus be 
able to make a decision for himself as to 
his future professional career. 

But perhaps the most compelling reason 
for local firms to participate in internship 
programs is the service they can render 
to certain groups of students at the col- 
leges—service which can be best dis- 
charged by accounting firms in the proxim- 
ity of the college. 

There are two distinct types of students 
in colleges today for which local internship 
programs would be invaluable. The first 
is the mature married student with de- 
pendents, who wishes to familiarize him- 
self with the accounting profession by 
means of the internship training program. 
Generally speaking, his entrance into an 
internship program necessitates his de- 
parture to the nearest large city, the site 
of most cooperating national firms. Im- 
mediately the problem of two residences 
is set up. This type of family problem 
might well be avoided by instituting an 
internship program at the site of the 
college through cooperation with small 
firms. 

Another type of student for which this 
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local internship program might be benefi- 
cial is that student whose nature and back- 
ground are oriented in smaller town life 
rather than the large city atmosphere. 
These students are probably the best pros- 
pects for replacements in the ranks of 
local practitioners. If by nature and 
environment they are happier in smaller 
towns rather than large cities, they may 
well be better off training in a local area. 
Lack of internship program at the local 
level helps foster a rather arbitrary choice 
between public accounting linked with a 
large city and some secondary accounting 
employment. 

The most common objection by local 
firms to such an internship program is that 
the cost will be too great. The cost of a 
well-balanced internship program cannot 
be denied. However, several aspects of this 
cost factor merit further examination. 
First, the cost of an internship program 
might well be shared among several firms 
by making it a project for the local associa- 
tion of public accountants. This procedure 
would lessen the initial cost, the burdens 
of administration, and the responsibilities 
of each firm. Again, there are few enough 
association programs in which the small 
firms can participate and have a major 
voice. The creation and organization of a 
common project should tend to strengthen 
the bonds of association of the progressive 
firms in any given local area. But a grave 
weakness of these cost objections to local 
internship programs is that they ignore 
the long-range effects of non-participation 
in training programs. Little consideration 
is generally given to the severe costs im- 
posed on any given firm when its founder 
leaves the business and there are no 
trained hands to take over, or there are 
inadequate replacements. The extreme 
cost might well be that of the established 
practice itself. Surely this fact must be 
considered in weighing the current cost 
decisions. 

The problem of costs and expenses will 
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not be eliminated by the joining together 
of local firms in common accord, but this 
action may result in the reduction of costs 
to a given firm. Such a result—admirable 
though it may be—should not serve as the 
basic reason for supporting local intern- 
ship programs. 

From the practical point, the most com- 
pelling reason is that the longer coopera- 
tive educational programs are deferred by 
local accountants, the greater the number 
of local college graduates in accounting 
they will lose to larger cities and firms, 
On the other hand, if a significant intern- 
ship program is undertaken by local firms 
throughout the nation, this very contribu- 
tion to professional public service might 
well bear them tangible fruit. More and 
more accounting graduates could become 
convinced of the opportunities in small 
firms, and qualified recruits and replace- 
ments could begin flowing in even greater 
numbers from colleges to local firms. 


Staff training programs 


The accounting faculties in many cases 
may be used to conduct training programs 
for new members of current local staffs. 
This suggestion in no event indicates that 
the professor would undertake to teach the 
local practitioner his own job. Far from it. 
However, there are several phases of this 
program which might lend themselves 
to mutual cooperation between the respec- 
tive groups. 

Every progressive practitioner at some 
time faces the problem of how to train new 
personnel. How is a new junior to be in- 
doctrinated to preserve in him the quali- 
ties which will allow him to develop into a 
competent senior, or how is the new junior 
to be trained to be a competent assistant. 
Many ways are tried. Often the “let him 
shift for himself” way predominates. 
Surely here is an area in which the local 
firms can take advantage of the educa- 
tional talents of the accounting faculties 
for the purposes of better carrying their 
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training messages to new employees. On 
the other hand, accounting faculties often 
benefit by mastering and conveying the 
practical down-to-earth fundamentals of 
procedure involved in a training program 
of this sort. This again is a program that 
easily lends itself to groups of local firm 
participation. 

A second phase of this training program 
might well center around those members 
of the local firms who intend to pass the 
CPA examination, but who do not have 
sufficient technical training in some of the 
areas necessary for passing it. CPA coach- 
ing courses could be arranged to be given 
by faculty members to interested staff 
members of local firms in the slack season. 
In this manner, the faculty could be of sub- 
stantial aid to local firms by helping to 
prepare their staff members for this most 
strenuous academic test. Again, this pro- 
gram may well lend itself to group 
participation by the firms involved. 


Other Education Programs 


Many small practitioners feel the need 
of educational work within the firm, but 
cannot themselves spare the time or effort 
to accomplish this task. One example is 
that of a growing firm which had not re- 
duced its general office or tax (and per- 
haps audit) procedures to a written form. 
Such a document should be considered a 
help (a) to maintain standards of work 
performance in case of a partnership death, 
(b) to attain an acceptable standard of 
work performance by temporary staff, and 
(c) to preserve a common standard of re- 
porting in cases where it is necessary to 
change, in successive years, the staff 
personnel assigned to given jobs. One 
advantage of educational direction of 
this project is that it might well cause a 
complete review, from an outside view- 
point, of the accounting firm’s general 
operating practices. It is incongruous, but 
often true that the practices of the ac- 
counting firm itself are less efficient than 
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those of the clients which they serve. The 
advantage of securing educators for the 
project is that their major challenge in 
professional life is this very problem of 
presenting accounting material in a clear 
and organized manner. 


CONTACT BY LOCAL ACCOUNTANTS WITH 
COLLEGE UNDERGRADUATES 


The local practitioner should try to en- 
large his area of contact with under- 
graduates and faculties, individually and 
through their organizations. For instance, 
classroom lectures by local public ac- 
countants on careers in public accounting 
can and should be arranged. Practicing 
accountants thus can contact and tell 
college students of the opportunities in 
public accounting. In elementary account- 
ing classes many students would welcome 
some forthright discussion of the voca- 
tional possibilities of this particular aspect 
of the accounting field. In the advanced 
accounting classes, such as auditing, the 
practitioner could best serve his profession. 
His wealth of experiences could enliven a 
subject which now often lacks realistic 
flavor in presentation; service opportu- 
nities of local accountants could always be 
skillfully brought out through properly 
chosen personnel experiences. 

Contact with local accountants will give 
the college student a perspective of ac- 
counting careers which well may alter the 
viewpoint obtained from larger firm inter- 
viewers. The maximizing of Jarge-firm 
viewpoints could be countered by an 
explanation of advantages available to 
juniors in small firms. It seems apparent 
that an often overlooked fact is that local 
colleges draw heavily on local populations 
for enrollment. Thus, a sizeable proportion 
of these students in the local educational 
institutions might remain happily settled 
in the area if the opportunity presented it- 
self. Contrary to the belief in some quar- 
ters, there are still students who resist the 
lures of monetary rewards, and give some 
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thought to the broader picture of living 
conditions, personal satisfactions, etc., 
which differ in small city local firms from 
large city national offices. 

Finally, the most compelling aspect of 
this contact work is that the local firms 
must engage in some sort of contact ac- 
tivity in all colleges as a purely defensive 
measure if they are to compete successfully 
for college graduates. These graduates are 
desirable additions to the profession. But 
if local accountants continue to ignore 
these students, how can they hope to add 
any of them to their staffs? 


CONCLUSION 


Full cooperation between colleges and 
small practitioners is a reasonable and use- 


ful goal. Both have much to add to the 
accounting profession; each has its own 
particular place in the preparation of well- 
rounded public accountants. But the past 
lack of cooperation and communication 
will not disappear of itself. A planned pro- 
gram for eliminating these differences 
must be formulated and carried to a suc- 
cessful conclusion if the cooperative goal 
is to be accomplished. The plans given 
herein are basic and general. Not all situa- 
tions will lend themselves to all the parts 
of this program; but some steps can be 
made in every area which will iead to 
greater cooperation between practitioner 
and professor. Any of the above steps 
may well lead more accounting graduates 
into employment with local firms. 
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SOCIAL ACCOUNTING 


Joun P. POWELSON 
International Monetary Fund 


tool for business executives and re- 
searchers in finance and management, 
so also is it becoming more and more im- 
portant to economists in both industry 
and government. Over the past thirty 
years a new branch of accounting has been 
developed, in which the transactions of a 
nation rather than a business enterprise 
are pictured. Data from these accounts are 
valuable in assessing the over-all business 
picture, the prospects for full employment 
and prosperity, the strength of foreign 
markets, the approach of currency con- 
vertibility, and a host of other facts vital 
to businessmen and economists alike. 
Despite their close affinity to business 
statements, the four branches of social ac- 
counting are ordinarily taught to univer- 
sity students in the economics, rather than 
the accounting department. National in- 
come accounts appear in courses in income 
and employment or business cycles, while 
balance of payments accounting is dealt 
with in the study of international trade. 
Statements of sources and uses of funds 
for broad sectors of the economy are en- 
countered in courses in money and bank- 
ing, while input-output tables, represent- 
ing the structure of interindustry rela- 
sionships, are taught in advanced courses 
in economic theory. Because each branch 
is taught in a separate course from the 
others, only rare attempts are made to 
demonstrate the accounting interrelation- 
ships among them and the extent to which 
they are akin to the business accounts. 
Although social accounting applies the 
same double-entry rules as business ac- 
counting, and makes use of accounting 
techniques long accepted in the business 
world, it has been largely ignored by 
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accounting professors in American univer- 
sities. The present article is intended to 
point out areas in which accounting de- 
partments can be of service to liberal arts 
students, particularly economics majors, 
who are learning the social accounts. For 
the sake of brevity, statements of sources 
and uses of funds are dealt with only 
cursorily, and input-output tables are not 
covered. 


THE NATIONAL INCOME AND PRODUCT 
ACCOUNT 


The Department of Commerce has pub- 
lished a series of national income and re- 
lated statements covering years since be- 
fore the great depression. These consist of 
six accounts: the national income and 
product account itself, which is a giant 
profit and loss statement for the nation as 
a while; four sector accounts, covering 
receipts and expenditures of business, 
government, households, and foreigners 
(in their transactions with United States 
residents); and a saving and investment 
account, which is a statement of changes in 
the consolidated balance sheet of all resi- 
dents of the country. Much of the informa- 
tion for these statements is derived from 
balance sheets and profit and loss accounts 
filed in connection with income tax returns. 

The content of these statements closely 
resembles that of their business accounting 
counterparts, although both the form and 
scope of the accounts have been adjusted 
to the needs of economic researchers. The 
national income and product account has 
a debit and credit side like those of a profit 
and loss account. Since profits of all busi- 
ness enterprises in the country are entered 
as debits, the account is a balancing state- 
ment. On the debit side, those expenses 
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relating to payments of income to persons 
(wages and salaries, interest, rent, and 
profits) are classified under the heading of 
national income, while other debits (in- 
direct taxes, losses on bad debts, deprecia- 
tion, etc.) are added to national income to 
arrive at the total of gross national prod- 
uct. 

While the debit side is intended to de- 
scribe the gross national product according 
to the manner in which it was created, 
the credit side depicts the manner in 
which it was disposed. Sales are shown 
according to whether they are made to 
consumers (households), to foreigners, to 
the government, or to business on capital 
account. The latter covers the sale of 
capital equipment which, since it is deb- 
ited in the balance sheet (rather than 
the profit and loss statement) of the pur- 
chasing company, is not eliminated in 
consolidation. 

The treatment of sales to business on 
capital account demonstrates the manner 
in which social accounting statements are 
adjusted to the needs of economists in- 
stead of making a strict application of 
business accounting principles. In business 
accounting, fixed assets acquired by one 
member of a consolidated group from 
another would be debited (on a consoli- 
dated basis) to balance sheet accounts 
with no entry at all in profit and loss 
(except in so far as minority interests may 
have been concerned). The national in- 
come and product account, however, is 
intended to cover the entire output of the 
economy, whether for current sales or 
fixed assets. Costs to produce fixed assets 
are debited to the appropriate items (em- 
ployee compensation, etc.) along with 
costs to produce inventory and other 
operating expenses, and the value of fixed 
assets produced is entered as a credit. In- 
ventory is treated in similar fashion. 
Whereas a business profit and loss state- 
ment would show all manufacturing costs 


as debits, from which an increase in in- 
ventories during the accounting period 
would be subtracted, the social accounting 
statement carries manufacturing costs as 
debits, explaining the origin of gross na- 
tional product, and enters the increase in 
inventories as a credit, to explain the dis- 
position of part of it. Thus business prod- 
uct that was not sold to consumers, 
government, or foreigners must have been 
used to increase the country’s fixed capital 
equipment or its inventories. A decrease in 
inventories would still be carried on the 
credit side, but with a negative sign. 

Table 1 is an adaptation of the consoli- 
dated national income and product ac- 
count of the United States for 1953, as 
published by the Department of Com- 
merce. An inspection of the account 
classifications reveals its kinship to a 
profit and loss statement and similarities 
in the application of debit and credit rules, 
except as noted above. Several other ex- 
ceptions require further inspection, and it 
is possible in this article to cover only a 
few of the major ones. 

In the first place, the national income 
and product account is far more than a 
consolidated profit and loss account for 
businesses. All sales by business appear on 
the credit side, where they are divided 
among sales to households, government, 
foreigners, and to business on capital ac- 
count. But personal consumption consists 
of more than sales by business to house- 
holds; it covers also factor payments by 
households (i.e., payments to factors of 
production, such as wages of household 
servants, interest on consumer loans, and 
the like) which have been added to na- 
tional income on the debit side of the 
account, and which must therefore also be 
entered on the credit side. Likewise both 
the government and foreigners have made 
factor payments to residents, which are 
included (debit) in the national income 
and (credit) in government purchases and 
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Tastz 1 


NATIONAL INCOME AND PRODUCT STATEMENT FOR THE UNITED STATES 
Year ended December 31, 1953 
(in millions of dollars) 


Debiis (Creation of product) 
Payments to factors of production: 


Employee compensation............... $209 ,061 
Net profits of unincorporated enterprises 38,444 
Rental income of persons.............. 10,596 
OE 38,466 
Net interest paid to persons!........... 8,435 
Business taxes (exc. profits).............. 30, 
Bad debts, donations by business, etc..... 1,016 


Capital 27,226 
Statistical 1,047 
529 


Gross National Product (debits).......... $364 ,857 


1 Excluding interest paid by the government. 


Credits (Disposition of product) 
Personal consumption: 
Sales by business to house- 


$217,075 
Factor payments by house- 
10,895 
Household purchases from 
Government purchases: 
Sales by business to govern- 
50,311 
Factor payments by govern- 
Government purchases from 
Gross private domestic investment: 
Sales by business on capital 
Change in inventories. ...... 1,494 51,408 
Net foreign investment: 
Sales by business to abroad... 2,231 
Factor payments by foreigners 1,500 
Purchases (—) by government —3,487 
Purchases (—) by households —2,110 —1,866 
Gross National Product (credits) $364 , 857 


* The statistical discrepancy results from the fact that the national product account is estimated from a variety 
of sources and some transactions are not reported. Although debits and credits are theoretically equal, there may 


be a discrepancy due to incomplete coverage. 


Source: U. S. Department of Commerce, National Income, A Supplement to the Survey of Current Business, 


1954, p. 160. 


net foreign investment respectively. Net 
foreign investment covers the consolidated 
net sales (or purchases, if it is negative) of 
all residents to foreigners. Personal and 
government purchases from foreigners are 
added to personal and government con- 
sumption respectively and subtracted from 
net foreign investment. These adjustments 
affect the credit side only and do not alter 
the total of debits or credits; hence they 
do not affect the value of the gross na- 
tional product. Since the goods and serv- 
ices in question were produced by for- 
eigners, they are not part of the product 
of the United States. Gross private domes- 
tic investment covers both sales to business 
on capital account and increase in inven- 
tories, which have been discussed above. 


In the second place, the credit side of a 
business profit and loss statement covers 
all types of business income, whether from 
sales, interest and dividends, profits on 
the sale of fixed assets, and the like. Only 
sales and increase in inventories, however, 
find their way from the profit and loss 
credits of business accounts to the credit 
side of the national income and product 
account. All interest earned by business 
enterprises is subtracted from the interest 
paid by them, and the latter appears as a 
net debit. Inter-corporate dividends are 
eliminated in consolidation. Profit and 
loss on the sale of assets does not occur, 
since all transactions are entered on a 
market-value basis. The aim is to deter- 
mine the amount of business profit earned 
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TABLE 2 
CONSOLIDATED NET SAVING AND INVESTMENT ACCOUNT FOR THE UNITED STATES 
Year ended December 31, 1953 
(in millions of dollars) 


Debits (Increase in assets) 
Net domestic investment: 
Business purchases on capital 


$49,914 
Capital consumption.......... 27,226 $22,688 
Increase in inventories. ................ 1,494 
Net foreign investment... . —1,866 


— 


Credits (Increase in net worth) 
Net business saving 
(undistributed profits of corporations).... $ 7,957 


Net government saving............... 6,707 
.. 20,019 
Statistical discrepancy'........... 1,047 

== 


1 Contra-entry to the statistical discrepancy in able 1. 


from productive operations rather than 
that arising out of trading in assets. There- 
fore, capital gains are eliminated both from 
the credit side and from profits. Con- 
versely, profits are revalued upward to 
eliminate capital losses. 

In the third place, extraordinary charges 
against profits, which are debited directly 
to surplus in business accounting, are sub- 
tracted from profits in the national income 
and product account. Losses from fire, 
hurricane, and theft, for example, are con- 
sidered quite normal for the community as 
a whole, since they occur regularly year 
after year, and they do not distort the 
value of the nation’s profit as they would 
that of an individual enterprise. Thus the 
debit to capital consumption covers not 
only normal depreciation, but also destruc- 
tion of fixed assets by acts of God. Dona- 
tions by business are adjusted to include 
thefts along with debits to bad debts. 

In the fourth place, the increase in 
inventories is adjusted to a current-mar- 
ket-value basis, rather than Fifo, Lifo, or 
whatever else may have been used by 
business. This adjustment, which in- 
volves offsetting entries in inventories and 
cost of goods sold, is designed to eliminate 
the effects of previous-year’s inventory 
prices on the transactions of the current 
year. For example, if an enterprise had 
100 units of inventory at $2 on January 1 
and 200 units at $1 on December 31, there 


would be no change in value according to 
business profit and loss statements. In the 
national product account, however, in- 
ventory increase would be entered at 100 
units times the average market value dur- 
ing the year, with an offsetting adjust- 
ment to cost of goods sold. The resulting 
figures are identical to those of a Lifo basis 
during years when physical inventories are 
increasing. 

The national income and product ac- 
count is an invaluable aid to economic 
analysis. National income is an indicator 
of employment and prosperity, while per- 
sonal consumption expenditures and do- 
mestic investment are a sensitive index of 
the demand for business product. Econo- 
mists who were predicting a depression in 
the early post-war years based their fore- 
cast on a belief that personal consump- 
tion would decline, thus precipitating 
lower incomes and output, as shown on the 
debit side. The maintenance of consump- 
tion expenditures in succeeding years 
served to belie this predication. 

In addition to the national income and 
product account, the Department of Com- 
merce publishes a related series of sector 
accounts for business, government, house- 
holds, and foreigners, plus the nation’s 
saving and investment account. In the 
latter, saving is defined as the increase in 
net worth of the various sections through 
the income and expenditure transactions 
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recorded in the sector accounts. Since the 
saving and investment account follows the 
balance sheet rules, saving is entered as a 
net credit. Investment, on the other hand, 
is defined as assets arising out of the excess 
of the community’s production over its 
consumption. It covers both business pur- 
chases on capital account and increase in 
inventories, which are defined as domestic 
investment, and net goods and services 
provided to foreigners. The latter covers all 
claims against foreigners (such as accounts 
receivable and bank balances held abroad) 
arising out of transactions in goods and 
services. Both domestic and foreign in- 
vestment are assets of the community, 
entered as debits in the saving and in- 
vestment account. The consolidated net 
saving and investment account of the 
United States for 1953 appears in Table 2. 
The debit side of this statement depicts 
the increase in assets of the nation, while 
the credit side shows the sectors whose 
saving made that increase possible. 


STATEMENTS OF SOURCES AND USES OF 
FUNDS 


Because the saving and investment ac- 
count is consolidated, it does not portray 
movements in the nation’s financial assets 
(except net foreign investment). Holdings 
of cash, for example, are eliminated as 
assets of the holders and liabilities of com- 
mercial banks, Federal Reserve banks, and 
the U. S. Treasury, all of which are resi- 
dents of the country and whose accounts 
are therefore included in the consolida- 
tion. The movement in the country’s 
financial assets, however, describes the 
manner in which the saving of one sector 
is placed at the disposition (for invest- 
ment) of another. For example, households 
save (by receiving more income than they 
consume) and make that saving available 
to businesses by purchasing securities. By 
accepting cash, one may also make one’s 
saving available to another for investment, 


and by relinquishing cash one may draw 
down one’s own saving and someone else’s 
investment. For example, if households 
purchase business inventories, there is a 
decrease in personal saving (shown on the 
right-hand side of Table 2) offset by a 
decrease in business investment (appear- 
ing on the left-hand side). 

Obviously, movements in financial ac- 
counts print their mark on the economic 
processes of the nation, for the willingness 
and ability to invest (and thereby create 
employment and income) often depend on 
the availability and cheapness of funds. 
In order to complement the national in- 
come and product account with an analysis 
of movements in the nation’s financial 
obligations, Professor Morris A. Copeland, 
of Cornell University, recently prepared 
a series of statements of sources and uses 
of funds for eleven sectors of the econ- 
omy, which were published in 1952 by the 
National Bureau of Economic Research 
under the title, A Siudy of Moneyflows in 
the United States. The Federal Reserve 
Board is currently engaged in a study of 
statements of funds for ten sectors (con- 
sumers, corporations, proprietorships and 
partnerships, farms, Federal government, 
local governments, banks, insurance com- 
panies, other institutional investors, and 
foreigners) covering the years 1939 to 
1953, inclusive, which is expected to be 
published shortly. 

The statements of funds for broad sec- 
tors of the community are similar to 
business statements of funds, except that 
they do not emphasize movements in 
working capital. Although business liquid- 
ity is not an element to be ignored, the 
social accounting statements are more con- 
cerned with movements in the holdings of 
money and structure of debt, and their 
relationship to economic transactions. 
Sources of funds consist (as in business ac- 
counts) of credits to financial items (new 
liabilities or liquidation of assets), as well 
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as to income and sales of real assets, and 
uses of funds consist of debits to financial 
items (liquidation of liabilities or acquisi- 
tion of asset claims), as well as to real 
assets and profit and loss expenditures. 
In general, the same types of adjustments 
are made to balance sheet data as appear 
in the business acounts (e.g., depreciation 
is eliminated as not reflecting a flow of 
funds). 

The statement of funds for the banking 
sector is a pivotal one in that it depicts the 
manner in which money is created and ex- 
tinguished. The banking system can ex- 
pand the supply of money, for example, 
by debiting its assets (loans to business) 
and at the same time crediting its liabilities 
(business deposits). In order that the 
accounts of all institutions with the power 
to issue money or hold monetary deposits 
shall be shown in a single statement, a 
consolidated statement of sources and 
uses of funds is prepared covering all 
commercial banks, the Federal Reserve 
banks, and those accounts of the Treasury 
(known as Treasury monetary funds) that 
record holdings of gold, silver, currency 
and monetary deposits, and the issuance 
of paper money and subsidiary coin. 


BALANCE OF PAYMENTS 


Since balance of payments statements 
are used to evaluate movements in the in- 
ternational economic position of nations, 
their importance to economists is in direct 
proportion to the gravity of crises in world 
trade and capital movements. During the 
depression of the thirties, and again in the 
post-war years, balance of payments state- 
ments were scrutinized in connection with 
such questions as exchange rates and cur- 
rency devaluation, trade and tariff policy, 
foreign loans and grants, the relationship 
of domestic inflation to foreign trade, and 
the operations of international agencies 
devoted to economic problems. They have 
also been of great interest to private busi- 
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nesses, particularly exporters, importers, 
and international corporations, as well as 
to banks and other financial institutions 
dealing in foreign securities and deposits, 

The balance of payments is a variation 
of the statement of funds, applying to all 
residents of the country in their transac- 
tions with foreigners, and counting as 
financial movements only changes in hold- 
ings of foreign assets and in liabilities to 
foreigners. It is divided into three parts, 
covering goods and services, donations, 
and capital movements. The first two— 
goods and services and donations—are 
accounted for similarly to profit and loss 
items and movements in real assets. For 
example, sales to foreigners (e.g., exports) 
are entered as credits. They might be 
sales of current output, in which case the 
entry is similar to a profit and loss credit, 
or they might be sales of fixed assets or 
inventories, in which case the entry is 
similar to a balance-sheet credit. Acquisi- 
tions of goods and services from foreigners 
are entered as debits. The goods and 
services accounts are divided into mer- 
chandise (exports and imports), travel, 
transportation, insurance, investment in- 
come (interest and dividends), govern- 
ment purchases and sales, and miscellane- 
ous. Donations are entered as credits if 
received and debits if made, just as they 
would be on a business profit and loss 
statement. 

The capital movements cover both asset 
claims against foreigners and liabilities to 
foreigners, and they consist of such items 
as long- and short-term loans, accounts re- 
ceivable or payable, securities, equities in 
foreign companies, and bank deposits held 
abroad. Although monetary gold (i.e., gold 
held by central banks or other govern- 
ment financial institutions) is not, strictly 
speaking, a claim against foreigners, it is 
included in international assets because it 
is used as a means of payment between 
countries, similar to balances held in for- 
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eign banks. The debit and credit rules of 
the balance sheet apply to capital move- 
ments in the balance of payments, in- 
creases in assets and decreases in liabilities 
being recorded as debits, and decreases in 
assets and increases in liabilities as credits. 

It is fairly easy for a student grounded 
in accounting fundamentals to understand 
the balance of payments accounts. Every 
transaction is recorded by a double entry. 
A donation made in merchandise is shown 
as a debit to donations and credit to ex- 
ports; one made in money is registered as 
a debit to donations and credit to an asset 
(if the money was a deposit in a foreign 
bank) or to a liability (if a deposit in a 
domestic bank). The latter is an increased 
liability of a resident (the bank) to a 
foreigner (the recipient of the gift). All 
other possible transactions may be ex- 
plained in similar fashion. 

Many teachers of international econom- 
ics, unfortunately, are forced to circum- 
vent the use of accounting equations and 
entries in teaching the balance of payments 
because their students are not acquainted 
with accounting methods. Instead, they 
substitute various devices. For example, 
credits are spoken of as “receipts” and 
debits as “payments.” An export is re- 
ferred to as a “receipt” (because the other 
half of the transaction may be a receipt of 
banking balances) and an import as a 
“payment.” The student becomes con- 
fused, however, when he applies this ter- 
minology to monetary movements. The 
acquisition of a bank balance abroad is a 
“payment” because it is a debit, and this 
anomaly is explained away as an “excep- 
tion” to the rules, which is necessary in 
order to make the statement balance. 

The value of understanding the rela- 
tionship between social and business ac- 
counting may be illustrated by the manner 
in which balance of payments statements 
may, under special circumstances, be 
derived directly from the ledgers of busi- 
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TABLE 3 


PETROLEUM SUBSIDIARY 
Profit and Loss Statement 


Sales 
125 
Less costs and operating expenses: 
Purchase of supplies from abroad...... 100 
50 
Local expenses (wages, etc.).......... 300 450 


ness corporations. Let us suppose that a 
petroleum subsidiary, owned and operated 
by a foreign company, showed the (con- 
densed) profit and loss statement appear- 
ing in Table 3. For simplicity, no change in 
inventories is assumed, and cost of goods 
sold is combined with operating expenses. 
In addition, let us suppose that this 
company imported $175 of capital equip- 
ment from abroad and paid $150 to local 
employees for its installation, debiting 
$325 to fixed assets on its balance sheet. 
No other balance-sheet transactions are 
assumed. The classification of these trans- 
actions for balance of payments purposes, 
and the manner in which the final state- 
ment is calculated, are shown in Table 4. 
In this table, profit and loss transac- 
tions are entered in the columns labeled 
(A) and balance sheet transactions in (B), 
but the $325 debit to fixed assets is divided 
into $175 of imports and $150 of local 
costs. Note that depreciation affects both 
(A) and (B). The residual of $275 in col- 
umns (B) is the net new investment made 
by foreigners (the parent company) in the 
country where the subsidiary is located. 
It consists of the new assets the parent 
company has paid for, minus depreciation 
during the period. For balance of payments 
purposes, this amount is treated as an 
increased liability, known as direct in- 
vestment, of the subsidiary’s country to 
the country of the parent company, and 
it is carried as a credit to columns (D). 
In columns (C) an adjustment is made 
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TABLE 4 


DERIVATION OF BALANCE OF PAYMENTS FROM COMPANY ACCOUNTS 


A B Cc D 
Balance Adjustment Balance 
Profit and loss Sheet for local of 
Movements transactions Payments 
Debit Credit| Debit Credit | Debit Credit| Debit Credit 
Imports. . . 400 175 275 
Local costs and expenses. . . hor eee 300 150 450 
Net profit (residual A). . 175 175 
Direct investment liability (residual B).... 275 275 
Foreign exchange assets (residual C)... 325 325 
625 625 325 325 450 450 ws 


for local transactions, which are not en- 
tered in the balance of payments. Local 
sales and local costs and expenses are, in 
effect, eliminated by reversing entries. 
However, since the company did not ac- 
quire enough local currency through its 
sales ($125) to cover its cash outlays, and 
since there has been no change in its local 
bank balance or in accounts receivable or 
payable, the difference ($325) must have 
been financed by the acquisition of local 
currency from the banks in surrender of 
foreign exchange. This foreign exchange 
arose out of the proceeds of exports ($500) 
minus the net profit ($175), which is pre- 
sumed to have been distributed to the 
parent. Foreign exchange acquired by a 
country’s banking system is an increase in 
assets for that country’s balance of pay- 
ments, and therefore the $325 is carried 
as a debit to columns (D). 

The balance of payments (in columns 
D) indicates that the country sold goods 
of $500 to foreigners (exports of oil) and 
acquired goods and services of $450 (im- 
ports of supplies of $275 and net profit of 
$175). The net profit is considered an 
acquisition of the service of investment 
(or lending for investment), for which 
dividends are paid. In the capital move- 


ments, there is an increase in assets (debit 
of $325 for foreign exchange) and an in- 
crease in liabilities (credit of $275 for 
direct investment). The manner of ac- 
counting illustrated here is similar to that 
used for calculation of oil sector transac- 
tions in the balance of payments of Ven- 
ezuela, a country in which petroleum ac- 
counts for more than 95 per cent of total 
exports.! 


CONCLUSION 


The four branches of social accounting 
are very closely related to business account- 
ing both in underlying principles and in 
techniques and procedures. The national 
income and product account, long pub- 
lished by the Department of Commerce, is 
a profit and loss statement of the entire 
country, and among its related accounts 
are those covering the transactions of 
important sectors, plus movements in the 
country’s consolidated balance sheet. The 
statements of sources and uses of funds 
currently being developed by the Federal 
Reserve Board are an application of 
business accounting principles to the study 


’ See International Monetary Fund, Balance of Pay- 
ments Yearbook, Vol. 6. 


658 
— 
mo 
— tur 
pre 
of | 
of 
fur 
are 
na 
tat 
of 
sig 
te 
_ ecc 


Social Accounting 659 


of relationships between changes in the 
money supply and the nation’s debt struc- 
ture on the one hand, and its income and 
product transactions on the other. Balance 
of payments statements are an adaptation 
of the statement of sources and uses of 
funds to international transactions, and 
are designed to assist the study of inter- 
national economic problems. Input-output 
tables, not covered in this article, consist 
of detailed accounting statements de- 
signed to illuminate the structure of in- 
terindustry relationships in the American 
economy. 


These statements have long been taught 
in connection with courses in economics. 
Their partition among a variety of differ- 
ent courses, however, has meant that the 
technical relationships among social ac- 
counts and between them and business 
accounts have largely been ignored, with 
resulting pedagogical difficulties in their 
presentation. Accounting departments 
providing for the teaching of social ac- 
counts would do much to promote an un- 
derstanding of accounting among students 
of economics and the liberal arts. 
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ELECTRONIC DATA PROCESSOR—A 
MILESTONE IN MACHINE METHOD 


Harry D. KERRIGAN 
Professor, University of Connecticut 


ACHINE METHODS, the key to office 
M automation, have developed im- 

pressively ever since the invention 
of the adding machine in the 1880’s. Soon 
afterwards appeared the desk calculators. 
European models of calculators began to 
be sold in the 1900’s, and improved Ameri- 
can models were introduced in the 1910’s. 
Overlapping the development and market- 
ing of calculators were machines that realiy 
started “mechanized bookkeeping’’; these 
were the forerunners of present-day post- 
ing machines, typewriter-bookkeeping 
machines, and billing machines. A long 
stride forward was next accomplished with 
the invention of punched card machinery, 
which saw their first accounting applica- 
tions in the early 1920’s, right after World 
War I. The newest development is the 
electronic data processor, the EDP, which 


received its first application in the account- 
ing field in 1954.! 


CONTRIBUTIONS OF MACHINE METHODS 


These milestones of machine method 
have progressively increased the areas of 
“automated” office operations. They have 
thereby progressively narrowed the need 
for the pencil and paper, the elemental 
tools of the accountant. Incidental to this, 
much of the mental drudgery associated 
with repetitive clerical tasks has declined 
to the point of near-elimination. Machine 
methods have significantly conserved 
man’s energy, lightened his load, and 


1 EDP’s were first put to use in scientific and mathe- 
matical assignments during World War II. Develop- 
ment work to adapt EDP’s for business uses went for- 
ward after the war. One of the earliest postwar installa- 
ot. —o for statistical work in the U.S. Census Office 
in 


speeded up his efforts. Machine methods 
have raised the efficiency of office opera- 
tions almost as spectacularly as other 
machine methods have accomplished in 
the factory. 

As savers of human energy and time, all 
devices for mechanizing office tasks possess 
the same attributes, and the differences 
between them are relative only, important 
as the differences are. All of the known 
devices will continue to be useful, for the 
situations in the modern office in which 
machine methods are needed are as varied 
as they are vast. Never before, however, 
have there been available so many differ- 
ent “rungs” of the mechanization ladder 
from which to make a selection that is 
appropriate to the requirements of a given 
time and place. No doubt the future will 
see a more frequent reassessment of the 
functional usefulnes. of a particular ma- 
chine in use to see if its versatility, speed, 
and capability enable it to perform a task 
as economically as some other machine 
available in the market. The comparison 
may be with a more recent design of the 
same machine, or with a machine on a 
different “rung” of the mechanization 
ladder. Whatever the comparison, the 
question before management is the same: 
whether costs can be brought down by 
making a change. In the latest opportunity 
for making a change, the EDP, another 
milestone of machine method, has indeed 
arrived. 


Adequacy of Punched Card Machinery 


One might have justifiably thought that 
punched card machinery, in the light of 
its continuous improvements, would ade- 
quately serve the accounting needs of the 
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larger organizations for some years to 
come. The facts easily supported this view. 
In theory, almost any accounting task 
could be performed on a set of punched 
card machinery. So nearly complete is the 
automatic nature of each machine in a set, 
that all of them operate almost entirely 
by themselves. Thus one well-known 
member of the set, the “tabulator,” can 
automatically perform all of the following 
in one pass of the data: print descriptive 
information (words and symbols) ; add and 
subtract figures, and print answers, spac- 
ing the while to the right columns; and 
finally space down to start another writing 
line. All this is done so fast that one model 
of such a machine in use by a department 
store produces, in an hour, 500 customers’ 
monthly statements having an average 
of five item lines per statement. 


Comparison with EDP 


Impressive as the above performance of 
a punched card “tabulator” undoubtedly 
is, it is today outclassed by the even 
greater functional usefulness of the EDP. 
In matters of versatility, speed, and ca- 
pability, the EDP represents a sharp ad- 
vance over punched card machinery, not- 
withstanding the latter’s own high attain- 
ments in these respects. In evidence of this 
is the fact that nearly all concerns that 
have thus far ordered the EDP already 
were users of punched card machinery. 
The decision to convert from punched 
card machinery to the EDP is thus tested 
by studies of comparative costs and under- 
lying clerical systems and procedures. The 
following case-history illustrates such a 
comparison. A medium-sized life insurance 
company with a home office staff of 850 
employees, and outstanding policies num- 
bering around 600,000, estimates that it 
has saved about $500,000 annually by 
converting from punched card machinery 
to the EDP. This figure does not include 
the saving incident to relief, for a number 


of years, from the necessity of erecting an 
additional building, for the present 24- 
story building of the company was com- 
pletely occupied prior to the installation 
of the EDP in late 1954. Conversion to the 
EDP eliminated working space previously 
required for 250 employees, and created 
the need for working space for around 50 
employees engaged in all phases of EDP 
operation; a net saving of working space 
for some 200 employees was therefore ac- 
complished. 

The superior versatility, speed, and 
capability of the EDP remain mere poten- 
tials, of course, unless there is enough work 
for it to do. In judging the volume factor, 
consideration is first given to the minimum 
repetitive procedures that would have to 
be handled by the EDP to justify purchase 
(or lease); after that, any additional pro- 
cedures so adaptable would simply bring 
costs down further. 


How EDP Works 


A lot of technology and engineering 
have gone into the building of the EDP, 
and to run it requires a force of technically 
trained people, such as systems analysts, 
programmers, coders, operators, and main- 
tenance mechanics. The interest of this 
paper, however, is along lines of what the 
EDP can do, rather than how it works, or 
even how it is operated. While it is helpful 
to know, it is not necessary to understand 
what goes on under the hood of an auto- 
mobile or inside a television box to appre- 
ciate what either of these machines is able 
to do. Similarly, such matters as the en- 
gineering principles underlying the EDP 
and the technical procedures required for 
its operation are helpful but not indis- 
pensable to a study of what it does. The 
following should therefore suffice by way 
of a description of the EDP and its in- 
stallation record to date? 


® As of the present writing, July 1, 1955. 
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DESCRIPTION OF THE EDP 


The EDP is a combination computing 
and writing mechanism. Among the things 
it is able to do are: sort, merge, select, 
summarize, reproduce, add, subtract, mul- 
tiply, divide, and print any or all proc- 
essed results in the format desired. The 
components of the EDP consist of five 
main parts, as follows: input, the part that 
“reads in” the data; storage, the part that 
holds information to be processed together 
with the instructions on what to do; arith- 
metic, the part that performs arithmetic 
and logical operations; control, the part 
that directs the sequence and nature of 
the operations to be performed; and oué- 
put, the part that “reads out” (or “writes 
out”) the data in printed form. In out- 
ward physical appearance, the EDP bears 
some resemblance to a set of punched card 
machinery, and requires about as much, 
or less, room space. 

The EDP has been rightly called a 
“machine system.” It handles all required 
operations for a given accounting proce- 
dure. This is because the several parts of 
the EDP are completely integrated—un- 
like the starting and stopping familiar in 
punched card accounting, as punched 
cards processed through one machine are 
manually taken and fed into another 
machine for further processing. Each 
punched card machine is built to perform 
a single operation, or, at best, a short series 
of closely related operations. The EDP, on 
the other hand, is designed as a general- 
purpose machine capable of receiving in- 
structions for performing a wide variety 
of sequences of arithmetic and logical 
operations. 

Because of the integration of the several 
working parts, the EDP can handle auto- 
matically the complete sequence of an 
extended accounting assignment, such as 
payroll accounting, from the time the raw 
data are fed into it to the printing of the 
end-product, such as pay-checks ready for 


distribution to employees. This ability to 
integrate is as important a feature as the 
mechanism’s speed, which, incidentally, is 
fast enough to require operating time for 
individual operations to be measured in 
terms of millionths of a second. 


Installation Record 


EDP’s for accounting uses are referred 
to by engineers as general-purpose, digital 
computers. They are currently being 
built by some half-dozen companies. One 
of these, Remington Rand, Inc., calls its 
EDP, the UNIVAC. The first UNIVAC 
for accounting uses was installed in Sep- 
tember, 1954, in the General Electric Com- 
pany plant at Louisville, Kentucky. Since 
then, Remington Rand has installed some 
twenty additional UNIVAC’s for account- 
ing applications. Another company, the 
International Business Machines Corpora- 
tion, installed its first EDP, known as 
IBM 702 electronic data processor, in 
May, 1955, in the Monsanto Chemical 
Company plant at St. Louis, Missouri. 
Other companies report that they are in 
varying stages of development and testing. 
The basic theory and capability of one 
general-purpose, digital computer are sim- 
ilar to those of another, but each company 
offers exclusive features not available in 
the products of other companies. 

Considering the large publicity that 
attended the invention of the EDP, the 
above installation record may seem some- 
what modest. Surprising as it may sound, 
the engineering side of the EDP is far 
ahead of the application side, which rests 
in the hands of accountants. It has been 
wisely observed that EDP’s will, for some 


* EDP’s are classified as to size as large, medium and 
small. So far, the only EDP’s that have been installed 
are in the large-scale class. Development of medium 
and small EDP’s is, however, going forward, and they 
should be available soon. Some of the electronic calcu- 
lators are loosely referred to as “electronic data proc- 
essors,” but these should not be confused with general- 
purpose, digital computers for accounting uses. 
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years yet to come, be “bought” by com- 
panies discovering for themselves the ad- 
vantages of having them, rather than 
“sold” by equipment companies on the 
strength of sales talk. This is a time-taking 
process, for each interested company must 
investigate before deciding whether to 
acquire an EDP. Surveys of this type to 
date have required two years or longer to 
complete. 


HIGHLIGHTS OF AN EDP INSTALLATION 


The following tale is how one UNIVAC 
performed when first installed in 1954. 
The application illustrated deals with pro- 
ducing weekly pay-checks for some 12,000 
employees. 


Pre-EDP Procedure 


A number of preparatory tasks must be 
accomplished before the EDP can be used. 
In the illustration, seventy-five timekeep- 
ers daily assemble information, such as 
hours worked, rates of pay, and kind of 
work performed. The assembled informa- 
tion is next punched into cards; this work 
is done by four persons, each of whom 
operates a card “punch,” long a familiar 
machine in punched card accounting. Af- 
ter that, the punched cards are fed into 
a “converter” machine which automati- 
cally “reads” the cards and transfers the 
card information to magnetic tapes.* These 
magnetic tapes now hold information re- 
lating to current week’s payroll. Another 


“A magnetic tape is made of metal. It is one-half 
inch wide and paper-thin. More than 100 characters can 
be recorded on each inch of tape. Recordings on a mag- 
netic tape cannot be read manually, for they are not 
visible to the human eye. A reel of magnetic tape 1,500 
feet long is only eight inches in diameter, yet it contains 
information that is equivalent to what is normally found 
on 10,000 conventional punched cards. 


I 
Compute gross pay; 
make fixed and variable pay de- 
ductions; (b) payroll regis 
calculate net pay; (c) de 
update cumulative data. 


Electronic Data Processor 


Create magnetic tapes for: 
(a) pay-check om. 


bit fabor costs; 
(d) new master file. 
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magnetic tape, known as the master file 
tape, contains certain “background” in- 
formation on each employee. Items of 
information on this tape includes such 
matters as employee name, employment 
number, social security number, number 
of dependents, union membership, and 
fixed and variable pay deductions; in 
addition, the tape contains year-to-date 
figures on hours worked and gross and net 
wages. Needless to say, information on 
magnetic tapes is all in code. 

Since the EDP does only what it is told 
to do, each stage of automatic processing 
is controlled by preparing, in advance, a 
set of instructions for it to follow. Instruc- 
tions are also put on magnetic tape. To 
indicate the comprehensive scope of the 
instructions, in the procedure illustrated 
it was necessary to formulate some 6,000 
instructions (covering 40,000 instruction 
steps). Known as “programming,” the 
normal time for formulating such instruc- 
tions for the case illustrated is 120 man- 
days, which is the equivalent of three pro- 
grammers working for a period of two 
months. Programming costs of a given 
procedure are amortized over the weeks or 
months during which a program is likely 
to remain valid. 


EDP Procedure 


With preparatory work over, the EDP 
is now ready for use. Fed with “input” 
data on magnetic tapes containing current 
and “background” payroll information, 
and equipped in its storage chamber with 
other magnetic tapes containing instruc- 
tions on what to do, the EDP is put into 
action. Following are the operations per- 
formed for each employee—without any 
human intervention: 


II III 

Print pay-checks in accordance 
with the information “read off” 
- etic tapes created in 
“TT-a.” 
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Time, Costs, and Savings 

Running time on the EDP for the above 
operation and the costs associated with 
the method have progressively decreased 
with each successive week of experience 
with the installation. Even after nearly a 
year of experience, however, the system 
has not entirely been “debugged.” The 
following figures are helpful in getting a 
picture of running time, costs, and savings. 
It is estimated that normal running time 
on the EDP for the operation illustrated 
is seven hours—three hours for Phases I 
and II, and four hours for Phase III. As 
to costs, the estimate is five cents per pay- 
check for the EDP operation proper, and 
an additional twenty cents for all other 
costs associated with the method. The re- 
sulting total cost of twenty-five cents per 
pay-check compares with $1.20 per pay- 
check cost if a conventional punched card 
procedure is used; this is obviously a sub- 
stantial saving. Moreover, other magnetic 
tapes are created in Phase II for other uses, 
including the printing of payroll register, 
debit distribution of payroll costs to 
appropriate accounts, and personnel re- 
ports. In the illustration, the EDP was 
leased instead of purchased. The monthly 
lease cost is $22,000, which covers main- 
tenance but not operation. An EDP sys- 
tem similar to the one in the illustration 
can be purchased outright; currently, the 
price is around $1,000,000. 


FUTURE IMPROVEMENTS 

The greatest room for improvement, 
strangely enough, is not in the parts that 
make up the EDP proper, but in the prep- 
aration of “input” data that are to be 
fed into the EDP. The area of data origina- 
tion, in other words, is the place in which 
research and experimentation will yield 
the largest improvements. The problem is 
to reduce (and possibly eliminate alto- 
gether) the transcribing steps that are now 
involved in getting from the point of origin 
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of data to the EDP. The problem is solved 
ideally by automatically capturing the 
data at points of origin as an automatic 
by-product of some other required action. 

To illustrate, imagine that in a depart. 
ment store each sales register was keyed 
and wired to an automatic punch that was 
attached to it. Then, as a sales clerk “rang 
up” a transaction on the sales register, the 
attached device would automatically 
punch, in code, all details of the transac- 
tion worth recording on a paper tape. The 
punched tape might thus be created as a 
by-product of ringing up a sale on a sales 
register. This punched tape would next be 
fed into a converter machine that auto- 
matically translated the recordings on the 
punched tape into the language of mag- 
netic tape. (In the case of the UNIVAC, as 
seen above, the media must be on magnetic 
tape before it can be accepted and proc- 
essed.) It may even be possible to create 
a magnetic tape of the transactions at the 
place where the punched tape is created, 
thereby eliminating the punched tape and 
the conversion of the punched tape into 
magnetic tape. Coupling of data origina- 
tion with data processing, in either of 
these ways, would provide for accounting 
procedures an over-all electronic system 
having the highest degree of integration 
yet conceived. 

Research and development are also 
going forward in each of the components 
that make up the EDP proper. Of these, 
perhaps the one that is of most interest to 
accountants has to do with “reading out” 
(or “writing out’) the processed results. 
Here the problem is not only to increase 
the speed of the output printer but also to 
achieve greater flexibility in the formats on 
which the printing is done. Closer fulfill- 
ment of format specifications is bound to 
lead to better handling of the printed 
forms after they leave the EDP, involv- 
ing, as this must, filing, folding, mailing, 
etc. 
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IMPACT OF THE EDP ON SYSTEMS 
METHODS 

Concerns that have ordered the EDP 
have done so only after studies of their 
existing systems methods and procedures. 
In every instance such methods research 
has brought to attention important op- 
portunities for more economical operation 
of existing procedures. Benefits of this kind 
cannot be included in the estimate of 
savings of costs by converting to the EDP, 
but they clearly are ‘‘extra dividends” in- 
cidental to digging into the question of 
whether a concern can advantageously 
change to the EDP. 

A fundamental contribution of machine 
method is to reduce clerical time and ef- 
fort, improve the quality of clerical effort 
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that must still be made, and strengthen 
the operating controls for achieving better 
end-results, be they documents, accounts, 
or reports. Machines on all ‘‘rungs”’ of the 
mechanization ladder promote these im- 
provements. The EDP, standing on the 
highest “rung” yet tried, is the newest and 
most comprehensive device for getting 
these improvements. With the EDP, the 
pressure of machine method to remove 
“tradition” and “personal preference” 
as sole causes of the way things are done 
will be stronger than ever before. In the 
language of the methods man, the effects 
will be greater standardization, greater 
simplification, and greater merging of 
accounting procedures than was possible 
before the invention of the EDP. 
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CONSTRUCTION OF PRESENT VALUE 


TABLES FOR USE IN EVALUATING 
CAPITAL INVESTMENT 
OPPORTUNITIES* 


CHARLES CHRISTENSON 
Research Staff, Harvard University 


HE past several years have seen a 
substantial increase in the applica- 
tion of the concept of present value 
in making capital investment decisions. 
The concept itself is by no means new. Its 
use in the financial field dates back several 
centuries, and it is the basis for such com- 
mon financial techniques as the determina- 
tion of bond yields, mortgage amortization 
schedules, and so forth. Moreover, ap- 
plications to capital replacement situations 
have been discussed in engineering litera- 
ture. 

The past reluctance of businessmen to 
use the present value concept in allocating 
capital resources may have had a variety 
of causes. Many may have been dis- 
couraged by the apparent complexity of 
the mathematics involved. Others no doubt 
felt that the added refinement of tech- 
nique was not justified in view of the rough 
estimates to which the techniques are ap- 
plied. Within recent years, however, in- 
terest in improving the quality of capital 
allocation techniques has been spurred by 
critiques such as that of Terborgh,? with 


* This paper was developed from a memorandum pre- 
pared originally for Professor Robert N. Anthony of the 
Harvard University Graduate School of Business Ad- 
ministration, who also suggested several of the concepts 
embodied herein. 

1See especially Grant, Principles of Engineering 
Economy (New York: Ronald Press, 1950). 

? Terborgh, Dynamic Equipment Policy (New York: 
McGraw- Hill 1949). While Terborgh’s approach to 
comparing competitive investment opportunities recog- 
nizes the time cost of money, this is only one of the 
areas in which he recommends changes from the tradi- 
tional techniques. See also Dean, ‘Measuring the 
Productivity of Capital,” Harvard Business Review, 
Jan.—Feb. 1954, pp. 120-130. 
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part of the criticism directed at the neglect 
of the time cost of money in the more com- 
mon techniques, such as pay-back period 
or return on average investment. (As a 
result of this neglect, for example, the 
return-on-average-investment method may 
overstate the true rate of return as much 
as 100%.) 

While it is true that the present value 
concept involves mathematics above the 
level of simple arithmetic and hence more 
involved than that used by the traditional 
techniques, it is not necessary to deal with 
these complexities in practice. The ap- 
propriate mathematical calculations may 
be made once and for all when the new 
method is adopted, and thereafter the 
necessary values may be read directly from 
tables. In fact, once the tables are con- 
structed, it may be possible to evaluate in- 
vestment opportunities with even less ef- 
fort devoted to calculations than under the 
older methods. 

For example, we might calculate a table 
such as that represented by the following 
schematic diagram: 


Rate of Return 
Years 1s 13 etc. 
Cia C; a GQ 4 
Ns Cas 3 C; 4 
Ns Car Cas Cas Car 
™ Cua Cas Cas Cus 


etc. 


The tabulated values of C represent the 
present value of a stream of earnings 
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(which may be savings or increased profits) 
of $1 per year for » years, discounted at 
the rate of return 7. If actual earnings are 
expected to be $S per year, their present 
value will be $(SXC), since: 


SxXxC C 
(1) 
S 1 

Additional assumptions which may un- 
derlie such a table will be discussed shortly. 

The table may be interpreted in a 
variety of ways: 

a) Given the economic life (say m4) of 
the prospective investment and a mini- 
mum acceptable rate of return (say 43), 
solve for the present value of the savings 
(SX C4). We may then compare this with 
the cost of the proposed investment (J). 
If I1<(SXC,,3), purchase is indicated. 

b) Given the economic life (say m4), de- 
termine the rate of return such that the 
proportion I/S=C is satisfied. For ex- 
ample, if 7/S=C,,s, the rate of return is 43. 
We may call i; the time-adjusted rate of 
return. This rate may be compared with 
that on alternative investment oppor- 
tunities or with a minimum acceptable rate 
of return. 

c) Given the minimum acceptable rate 
of return (say is), determine the economic 
life such that the proportion J/S=C is 
satisfied. For example, if I[/S=C,,s, the 
economic life is m4. We may call m the 
period to recover the investment plus the 
stipulated rate of return. This may be 
compared with the estimated economic life 
of the investment. It should be noted that, 
while this approach is much the same as 
the conventional payback approach, it 
generally gives a longer payback period 
because of the recognition of compound in- 
terest. 


ASSUMPTIONS UNDERLYING TABLE 


The problem in constructing a table such 
as that described above is one of evaluat- 
ing a stream of earnings of $S per year for 
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n years which is expected to result from a 
given capital investment. We may further 
assume that the earnings will be received p 
times per year and that interest will be 
compounded m times per year at the 
nominal rate of 7 per year. It can be shown 
that the formula for the general case is the 
following: 
(1+j/m)™p—1 
We may eliminate S from both sides of 
this equation, using formula (1) to reinsert 
it in a given case. Consequently, we must 
calculate only the value of C.* For tabular 
purposes, however, we must also eliminate 
m and p as variables, since our table can 
show only the two variables » and 7. For 
this reason, we must make assumptions as 
to the numerical values of m and # and in- 
corporate these assumptions into our 
formula before we calculate the table. 
Furthermore, the effective annual rate of 
return i is related to the nominal rate 7 
and the compounding frequency m in the 
following way: 


(1-4) =(1+-j/m)” (3) 


so that it is necessary also to consider the 
interpretation which is to be given to the 
tabulated rates of return. 

The following discussion will outline the 
nature of the assumptions which must be 
made in simplifying formula (2). 


(2) 


Frequency of receipt 

The present value concept is a cash-flow 
concept. Indeed, the technique has been 
described as the “discounted cash flow 
method.’* The reason for this is that ac- 


*In the mathematics of finance, the amount repre- 
sented by “C” above is customarily represented by the 
symbol “™a7;®, which is just shorthand notation for 
“The present value of $1/p received p times per year 
for m years, with interest at the rate 7 compounded m 
times per year.” A convenient way of breaking up 
formula (2) for machine calculation is described at the 
end of this paper. 

* Dean, op. cit. 
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crued earnings are not available for rein- 
vestment by the company. It is only when 
they are realized in cash that they can be 
devoted to alternative uses. 

For this reason, it is necessary to make 
some assumptions regarding the periodic- 
ity of receipt of earnings in cash. In 
practice, no one assumption will cover all 
possibilities found within a single com- 
pany. Savings in labor expense, for ex- 
ample, may be realized weekly, while 
profits on increased sales may be realized 
with the collection of accounts receivable 
on a monthly cycle. 

An approximation may be made to the 
average frequency of receipt of earnings for 
a given company by determining its an- 
nual cash turnover, i.e., sales divided by 
average cash balance. A particular project 
may, of course, experience a somewhat 
different pattern, but as will be shown 
shortly, small variations in the actual 
value of p have only minor influence on the 
final result. 


If = 1 
Then relative value of C=1.000 


Since the expected earnings from a 
project are discounted, presumably, until 
the day they are available for reinvest- 
ment, it may be argued that some provi- 
sion should be made for the necessary 
turnabout time required to reinvest the 
funds. Several observations should be 
made on this argument. 

First, in a stable situation, the frequency 
of reinvestment will be very nearly the 
same as the frequency of receipt, partic- 
ularly if a period as long as a year is taken. 
If this were not so, there would be sizable 
fluctuations in the cash turnover ratio 
from period to period. 

The larger the firm, the smaller the in- 
terval of time is likely to be in which the 
equality of the two frequencies may be dis- 
covered (i.e., the smaller the fluctuations 
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in the cash turnover ratio). Very large 
firms with excellent cash budgeting may be 
prepared to reinvest the earnings virtually 
as soon as they are received. (It is not 
necessary that the identical funds be in- 
vested, but only an equivalent amount 
from the cash “pipeline.”) For such firms, 
the assumption that earnings are im- 
mediately reinvested may be accepted 
without qualification. 

Particularly in smaller companies with 
an uneven flow of investment oppor- 
tunities, the frequency of investment may 
be substantially different from the fre- 
quency of receipt. In such a case, there 
might be some justification in using the 
estimated frequency of investment to 
represent p. 

At this point, it may be desirable to 
demonstrate the effects of varying p on 
the calculated values of C. If we represent 
the value of C when p=1 by 1.000, then 
the relative values of C for various other 
p’s at 20% interest are as follows: 


2 4 12 co 
1.047 1.072 1.089 1.097 


Thus, C increases as p increases, reflect- 
ing the greater present value of getting the 
earnings back faster. The difference be- 
tween quarterly receipt and monthly re- 
ceipt is a relatively small one, however, and 
the difference between monthly receipt 
and continuous receipt is smaller yet. The 
error resulting from the selection of the 
wrong p will be larger at higher interest 
rates, but probably not so large as to exert 
a decisive influence on the final result. For 
this reason, it is not necessary to devote 
extensive study to the selection of a proper 
value for p.5 

5 For any interest rate i, the percentage difference 
between present value assuming annual receipt and 


present value assuming continuous receipt is given by 
the following expression: 


43429 
% Diff. = ( 


X 100%. 
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Rate of return and conversion period 


As noted earlier in this paper, the fre- 
quency of compounding m is intimately 
associated with the nominal] rate of return 
j, since the two together determine the ef- 
fective annual rate of return z (see formula 
(3)). The reciprocal of m, i.e., 1/m year, 
is referred to as the conversion period. 
This name results from the fact that, in 
accumulation at compound interest, in- 
terest received during each conversion 
period is converted to principal at the end 
of the period and is thereafter permitted to 
accumulate at interest. 

For example, suppose we deposited $100 
in a savings bank at 3% interest com- 
pounded semi-annually (i.e., j=.03 and 
m=2). At the end of six months, interest 
of $1.50 would be credited to our account, 
representing interest for the half year. At 
the end of the year, interest would again 
be calculated, but this time on the new 
balance of $101.50. This interest, $1.52, 
would also be added to our account, leav- 
ing us with a year-end balance of $103.02. 

Discounting to present value may best be 
conceived as the converse of accumulation. 
If we wish to receive $103.02 a year hence, 
we must be willing to pay $100 today, if 
money will return us 3% compounded 
semi-annually. Hence, $100 is the present 
value of $103.02 a year hence at 7=.03, 
m=2.8 

Three facts might be noted about this 
procedure: 

a) Each investment has its own internal 
interest rate and conversion period. In the 
case of the savings bank deposit just men- 
tioned, these are 3% and one-half year 
respectively. 

b) The present value of a future pay- 
ment depends both upon the interest rate 


‘This example deals with only a single payment. 
The concept is essentially the same for a whole sequence 
of payments. Instead of evaluating each payment 
separately, however, we are able to Eandle the whole 
sequence at once with the aid of formula (2). 
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and upon the conversion period. In the 
example above, we would have obtained 
different results if we had used 3% com- 
pounded quarterly, or monthly. 

c) It is, however, possible to obtain the 
same present value for a future payment 
—or stream of payments—using a variety 
of combinations of nominal rates and con- 
version periods. In the example above, we 
might have obtained the same present 
value ($100) by discounting the future 
payment of $103.02 at the rate of 3.02% 
compounded annually. (It will be recalled 
from the discussion of formula (3) that 
this rate, 3.02%, is the effective annual 
rate i.) Or, to use another approach, if we 
will received $103.02 a year hence as a 
result of investing $100 today, we might 
consider our return 3% compounded semi- 
annually, 3.02% compounded annually, or 
a number of other combinations of rates 
and conversion periods which would yield 
the same results. 

At first glance, it would appear that (a) 
and (b) require us to determine the in- 
ternal conversion period and nominal rate 
applicable to a particular investment. 
Fortunately, this is not the case, since by 
(c) we are able to compare two invest- 
ments on the basis of any combination of 
conversion period and nominal rate we 
choose. That is, it makes no difference 
whether we consider our return as 3% com- 
pounded semi-annually or 3.02% com- 
pounded annually, so long as we use the 
same conversion period in calculating re- 
turn on alternative investments. 

If we select one value of m and use that 
in calculating a table which we subse- 
quently use to compare all investment op- 
portunities, we are of course meeting the 
requirement that the return on each in- 
vestment be expressed in the same terms 
as the returns on alternative investments. 
The most difficulty is likely to arise if a 
bogey rate, that is, a minimum acceptable 
rate of return, is used in connection with 
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the table. In such a case, it is important 
that the bogey rate be expressed in terms 
of the same conversion period used in cal- 
culating the table. 

For example, suppose we stipulated a 
minimum acceptable rate of return of 
“20%” without specifying a particular 
conversion period. The effective rate we 
would be requiring would then be that 
shown on the second line of the table be- 
low, depending upon the value of m used 
in the table. 


If m= | 
Then effective rate i= 20.0% 


These differences are not very large 
relative to the estimating errors possible 
in investment decisions—and relative to 
the 100% error possible in the return-on- 
average-investment method—but they are 
consistent (i.e., all in the same direction) 
and they get proportionally larger for 
higher rates of return. 

Moreover, because of compounding, the 
differences accumulate over time, so that 
the effect of a change in the conversion 
period is more pronounced for long-lived 
investments. It can be shown, however, 
that the maximum difference in present 
value which can result from the use of two 
different effective rates is directly propor- 
tional to the difference between the effec- 
tive rates. At 20%, for example, the 
greatest possible difference in present value 
between annual compounding and con- 
tinuous compounding is about 10%.’ 

While in theory the three methods for 
using the present value table which were 

7 For any rate of interest j, the maximum percentage 
difference between present value assuming annual com- 


pounding and present value assuming continuous com- 
pounding is given by the expression: 


% Difi.= (>) 100% 


e is a mathematical constant approximating 2.7183. 
Tables of e* are available in a number of published 
sources. 


The Accounting Review 


discussed earlier in this paper should pro. 
duce identical decisions, in practice a 
difference of 10% between present value 
and investment cost is likely to be treated 
more seriously than a difference of 10% 
between the calculated rate of return on 
an investment and the stipulated mini- 
mum rate of return. Hence, it is more im- 
portant that the proper rate be selected 
if method (a) is employed to discriminate 
between investments than if method (b) is 
used. 


2 + 
21.6 


12 


eo 
21.9 22.1 


Since we may choose any conversion 
period we wish, so long as we properly in- 
terpret the nominal rates we use with it, 
there are several advantages in using 
annual compounding at rate 7 which ought 
to be considered. 

(a) By formula (3), we may substitute 
(1+4) for (1+7/m)* in formula (2), result- 
ing in material simplification of the neces- 
sary calculations. (Continuous compound- 
ing is also relatively easy to evaluate, 
although with a somewhat different for- 
mula from formula (2).) 

(b) Businessmen will probably find ef- 
fective annual rates easier to interpret than 
nominal rates compounded at more fre- 
quent intervals. 

(c) Effective annual rates are more 
nearly comparable with the usual type of 
financial ratio, such as return on invested 
capital or return on net worth. 


CALCULATION OF TABLE 


An example of a present value table de- 
veloped for use in evaluating investment 
opportunities is appended to this paper. 
This table assumes that earnings are re- 
ceived in equal monthly payments through- 
out the life of the investment and, follow- 
ing the discussion immediately above, that 
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interest is compounded annually.* Pub- 
lished tables are also available assuming 
both annual receipt and compounding, 
although these are usually limited to rates 
of about 8% and less. These tables are 
generally titled “Present Value of an 
Annuity of $1” or some similar title. 

If different assumptions or a wider 
range of values are desired, the following 
brief discussion may be helpful in prepar- 
ing the program for either manual or auto- 
matic calculation. The simplified formula 
using annual compounding is illustrated, 
but the solution for other values of m is 
strictly analogous, requiring only that 
(1+ 7/m)™ be substituted for (1+). 

The right-hand member of formula (2), 
as simplified, may first be divided into two 
factors, viz.: 


1—(1+1)™ t 
C= x 
Note that the term 


(4) 


varies only with 7 and p. If we select a 
value of » in accordance with the discus- 
sion earlier in this paper, this term remains 
constant for any value of 7; we will call 
this constant K;. We need therefore cal- 
culate K; only once for each value of i and 
then, as we vary to obtain the successive 
values of the first term, we may multiply 
the result so obtained by K; to obtain the 
proper value of C for the table. When we 
advance i to calculate the next column of 
the table, we compute a new value of K;,. 

We may also analyze the first factor 
above further, whereupon we discover that 
it may be expressed as 


* The table was calculated on the Mark IV Calcula- 
tor of the Harvard University Computation Labora- 
tory. The problem was programmed for the machine by 
J. P. McNerney, Instructor in Business Administration, 
with the assistance of members of the staff of the Com- 
putation Laboratory. 


1 
t 
1 1 4 
(i+i) (1+7)? 

1 
(1+7)" 

Note that the first term in this expan- 
sion, 1/(1+2), is also a constant for each 
value of i. We will call this constant v. We 
may thus calculate this term only once for 


each value of i. Using this term, we may 
then obtain the successive values of 


as shown by the following example for the 
rth value: 


+ 


(5, 


r 1 1 


The product in brackets is v’. Conse- 
quently, we carry it forward to the next 
step, where it is used in place of v™' in the 
bracketed expression. The entire sum, 


1 
(1+i)* 


is also carried forward as the new sum to 
which is added the product of the bracketed 
terms. The sum is also multiplied by the 
constant K, and recorded for entry in the 
table. 

The published tables of “Present Value 
of an Annuity of $1” previously referred to 
may be of considerable help in calculating 
formula (4) for lower values of 7, since 
these tables correspond to the first factor 
in that formula, 


1—(1-+-i)-* 
——. 


For rates higher than about 8%, however, 
it is necessary to make the calculations in 
full. 
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ABSTRACTS OF DISSERTATIONS IN 


ACCOUNTING FOR 1953 AND 1954 


Collected by 


Jonn ArcH WHITE 
Director of Research 


ciation, and with the Counsel and 

assistance of the Executive Com- 
mittee, I have engaged in three projects 
with the purpose of promoting research in 
accounting. The first of these is a con- 
tinuation of work started by my predeces- 
sor. The titles and authors of masters’ 
theses in accounting, completed during 
1953-1954, together with the titles and 
authors of doctoral theses completed or in 
progress for the same period, were col- 
lected and published in THE ACCOUNTING 
Review.! The second project was the 
solicitation and publication of “framed” 
research problems in accounting.? The 
third project has been the collection of 
abstracts of or articles based on doctoral 
dissertations in accounting which have 
been completed during the years 1953 and 
1954. It seems most desirable to report on 
the results of the major researches of our 
doctoral candidates and to indicate where 
more complete information about their 
findings may be obtained. 

Towards this end I have solicited ab- 
stracts and articles for publication in THE 
AccounTiInG RrEeview. The responses to 
my request have been most gratifying. 
Some 25 abstracts and articles have been 
received. The total volume of this material 
is such as to preclude publication of all in 
one issue. Therefore, it has been decided 
that only the brief abstracts are to be pub- 
lished in this issue. The longer abstracts 
and articles will follow as space permits, 


; S DIRECTOR of research for the Asso- 


'See “List of Research Projects in Accounting: 
1953-1954,” April, 1955. 
* See “Accounting Research,”’ October, 1954. 
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LONG-TERM NET LEASING 

PRACTICE: PROBLEMS OF 

TAXATION, FINANCE AND 
ACCOUNTING 


Albert Harry Cohen 
University of Michigan, 1953 


The purpose of this study is to examine 
recent developments in long-term leasing 
practice with the objectives of evaluating 
the method as a financial device and ap- 
praising the effectiveness of current ac- 
counting procedures in reflecting the re- 
sults of leasing transactions. Typical lease 
agreements are examined to determine the 
relationships which are established. 

The institutional market for funds has 
become the primary source for corporate 
external financing, and the necessity of 
tapping this market has materially in- 
fluenced the development of new financing 
techniques. A long-term lease with a highly 
responsible tenant can be made an attrac- 
tive institutional investment if made 
“care-free” to the lessor and if a non-can- 
cellable term is stipulated during which 
the institutional investor would receive 
rentals sufficient to return the entire in- 
vestment plus a rate of return consistent 
with alternative opportunities. In most 
long-term lease transactions the success of 
the investment is not dependent upon 
any residual value in leased property at 
the termination of the lease. 

The fact that a business enterprise 
financing by long-term lease must vacate 
the property at the expiration of the lease 
agreement is a disadvantage of that 
method compared to debt. There are cer- 
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tain elements in leasing practice which 
tend to minimize this disadvantage and 
may, under certain circumstances, over- 
come it. Leasing enterprises may secure 
protection through renewal options assur- 
ing continued occupancy well beyond the 
initial term of the lease at a rental con- 
siderably below the rentals during the 
initial lease period. 

Probably the most significant element in 
appraising lease financing compared to 
debt is the preferential tax treatment al- 
lowed lessees. These tax advantages are 
ones of timing rather than of aggregate 
monetary amount, but the subjective 
process of discounting the future weighs 
current events more heavily than future 
ones. A procedure is developed whereby 
the monetary cost of lease financing may 
be compared with the monetary cost of 
financing by debt. 

In addition to costs measurable in 
monetary terms any financing method 
involves the assumption of risks and 
responsibilities which can be important in 
appraising the over-all desirability of one 
method compared to others. It is found 
that no clear-cut advantage in non-mone- 
tary costs can be claimed for leasing. 

Current accounting procedures which 
rely heavily upon the “legal-ownership” 
concept in presenting the assets of a busi- 
ness enterprise introduce a distortion in 
both the balance sheet and the income 
statement of the lessee, and the informa- 
tion currently presented in footnotes to the 
financial statements is insufficient to con- 
vey the real impact of lease financing. A 
procedure is developed which treats leased 
properties as constructively owned by the 
lessee and presents the obligations of the 
lessee as long-term liabilities. The income 
accounting required under this procedure 
is developed and contrasted with proce- 
dure currently followed. 

The general conclusions drawn from 
the study are as follows: 
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1. Long-term lease financing is based 
primarily upon the credit of the lessee, and 
hence is restricted to business enterprises 
of unquestionable financial strength. 

2. Lease financing may be a lower cost 
financing method than alternatives. The 
cost advantages of lease financing are 
functions of the tax law, and changes in 
the law may materially influence the de- 
sirability of lease financing. 

3. The lessee is speculating on the fu- 
ture course of tax rates and the general 
price level. 

4. The accounting for long-term leases 
should be such that the user of financial 
reports is given sufficient data to enable 
him to perceive the true economic rela- 
tionships established by leasing. This can 
be done by presenting leased properties 
as assets and the obligations assumed as 
liabilities. 

ACCOUNTING REPORTS OF 
FIDUCIARIES 


Leon Edwards Hay 
University of Illinois, 1954 


Very few writers on the subject of 
fiduciary accounting seem to have devoted 
any critical attention to the accounting 
reports rendered by fiduciaries. Most of 
them merely describe ‘‘customary” forms. 
The critical reviews that have been pub- 
lished are far from exhaustive, but they 
indicate some deficiencies in certain “‘cus- 
tomary” statements and suggest the need 
for a more detailed and comprehensive 
study. It is the purpose of this thesis to 
attempt to fulfill that apparent need. 

Forms of accounting reports presently 
used or advocated for use by executors and 
administrators, testamentary trustees, 
guardians and conservators, trustees by 
agreement with living persons or going 
concerns, and trustees in liquidations, re- 
organizations, and arrangements under the 
Federal Bankruptcy Act are analyzed in 
this thesis. The assumption underlying the 
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analysis is that fiduciaries’ accounting re- 
ports should meet legal requirements, the 
needs of the parties involved, and the 
standards of effective communication ap- 
licable to all accounting reports. 

The results of the analysis indicate that 
there is a need for improvement in the 
quality of accounting reports of fiduciaries 
in many of the relationships discussed. 
Reports devised by lawyers to fulfill legal 
requirements fail to meet the needs of the 
various parties, in many instances, because 
they assume cash-basis accounting and do 
not provide adequate accounting control 
over the assets. Reports presented in many 
accounting texts, on the contrary, gener- 
ally contain information suited to the 
needs of the intended readers, but often 
the data are arranged in such a technical 
and complex manner as to impair the 
effectiveness of the report as a means of 
communication with readers who do not 
have accounting training. Furthermore, 
forms presented in many accounting texts 
(the executorship charge and discharge 
statement, for example) do not fulfill legal 
requirements found in most jurisdictions. 
In those areas where none of the existing 
forms appears entirely satisfactory, sug- 
gested forms are presented which seem 
to meet legal requirements of the present 
time, needs of interested parties, and the 
general tests of effective communication. 

From the study of fiduciaries’ account- 
ing reports it is concluded that modifica- 
tion of statutes and court rules to require 
fiduciaries operating going concerns to 
prepare their reports on the accrual basis 
and to require more complete informa- 
tion as to the acquisition and disposition of 
assets by fiduciaries is highly desirable. 
Greater attention to the accounting and 
reporting problems of fiduciaries by the 
accounting profession and more frequent 
utilization of the services of that profession 
by fiduciaries also appear to be highly 
desirable steps to be taken in the improve- 
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ment of reporting practice in this area. 
Almost every individual in modern Amer- 
ican society becomes a party to a fiduciary 
relationship at some time—either as 
beneficiary or decedent. Many are also in- 
volved as debtor, creditor, trustor, or 
fiduciary. Thus, improved disclosure of 
the effectiveness of fiduciaries’ perform- 
ance of their duties should be of value to 
an appreciable segment of society. 


THE CONTRIBUTIONS OF G. 
CHARTER HARRISON TO 
COST ACCOUNTING 


Vernon Hill Upchurch 
The University of Texas, 1954 


With the advent of scientific manage- 
ment, the need for new accounting meth- 
ods became apparent. Out of this need 
evolved standard costs and standard cost 
accounting methods. 

Today standard costs are an accepted 
method in cost accounting, being employed 
by many industries and being included in 
the advanced accounting curricula of most 
colleges and universities. All recognized 
text books on cost accounting devote one 
or more chapters to the study of standard 
cost methods. In spite of this widespread 
acceptance of standard costs, little con- 
sideration has been given to its origin and 
the facts and circumstances leading to its 
conception. 

The purpose of this dissertation is to pre- 
sent the origin and evolution of standard 
costs and an analysis of G. Charter Harri- 
son’s standard cost methods, along with 
the other outstanding contributions Harri- 
son has made to cost accounting and scien- 
tific management. 

Personal interviews, Harrison’s writings, 
his personal notes and files, actual case 
records, and his personal library served as 
a basis for the study. A thorough examina- 
tion of these materials presents an authori- 
tative insight into the development of the 
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ideas that were revolutionary in the field 
of cost accounting. 

The study presents the Harrison system 
of standard costs and cost variation anal- 
ysis, showing the manner in which the 
formulas for analysis by cause were de- 
veloped and applied. It explains the man- 
ner in which standard costs are integrated 
with assembly processes and also the 
Harrison method of service department 
cost allocation. The incorporation of stand- 
ard costs into the accounting system and 
the application of the actual-to-standard 
ratios as a conversion factor are presented 
in detail. 

Harrison’s contributions to “profit mak- 
ing through the use of figures” were not 
confined to standard costs alone. Two 
other worthy “profit-making” contribu- 
tions are considered: (1) profit variation 
analysis, and (2) the marginal balance 
principle. 

It was Harrison’s belief that the profit 
and loss statement should tell not only 
what profits were realized, but also it 
should serve as a basis for determining 
what happened to those profits that were 
anticipated but failed to materialize. This 
was the purpose of the profit variation 
analysis procedures. The study presents 
the evolution of the Harrison procedures 
and shows that analysis by cause can 
promote efficiency in the sales department 
just as standard costs promoted efficiency 
in the factory. These procedures are in 
reality an extension of standard cost 
methods from the production phase to the 
selling phase of business. 

The final Harrison contribution con- 
sidered in the study is his marginal balance 
principle. The marginal balance principle 
serves as a basis for the promotion of prof- 
its through increased sales in addition to 
the promotion of profits through the re- 
duction of manufacturing costs. The mar- 
ginal balance is a direct index of the profit 
value of increased sales volume and serves 


as an important figure in the preparation 
of sales forecasts. The application of the 
marginal balance principle requires a new 
and revolutionary profit and loss state. 
ment. The preparation of this new state. 
ment requires a complete separation of all 
costs between fixed and variable elements, 
The Harrison method of determining the 
break-down between fixed and variable 
costs is presented in detail. Since this 
break-down involves the use of a regres- 
sion line, the one obtained by the Harrison 
method is compared with the regression 
line obtained by the least squares method. 
Various applications of the marginal 
balance principle are illustrated. 

In the 1920’s Harrison contended that 
accounting was out of touch with the needs 
of scientific management in the factory. 
Standard cost methods served these needs 
and brought cost accounting back into 
harmony with the scientific management 
movement. Today he claims that account- 
ing is out of touch with the needs of the 
sales executive. The marginal balance 
principle was designed to meet this de- 
ficiency. Although marginal balances have 
not been widely accepted by industry, the 
principle has been successfully employed 
by Harrison since 1924. 

Harrison has been an outstanding figure 
in cost accounting since 1911, when he 
conceived and installed the first standard 
cost system. His contributions have been 
material in the advance of cost accounting 
techniques and manufacturing efficiencies. 
Many accepted practices of cost account- 
ing and management today reflect the 
Harrison influence, but little cognizance 
is taken of the fact that they were origin- 
ally developed by Harrison. The study pre- 
sents an analysis of the original application 
of these practices and the incentives for 
and the circumstances surrounding their 
development and application, so that a 
greater understanding may be had of what 
today is accepted as “standard” practices. 
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SOCIAL RESPONSIBILITIES OF 
PUBLIC ACCOUNTANTS 


Gerald David Brighton 
University of Illinois, 1953 


The purpose of the thesis is to explore 
the social implications of the public ac- 
countant’s services, particularly as related 
to improving free enterprise. Further 
extension of governmental intervention in 
the operations of business is actually in- 
vited unless there are improvements 
through self-restraint by businessmen or 
through non-governmental, impartial 
agencies. While undoubtedly some legal 
restraints are necessary, experience in- 
dicates that when governmental interven- 
tion is carried too far, both personal free- 
dom and economic productivity suffer. 

The accountant’s first responsibility is 
to serve his client, but the view developed 
in this thesis is that narrow advocacy may 
actually be a disservice to the client and 
certainly may weaken the accountant’s 
social role. The principal conclusion devel- 
oped is that the evolution of a broader con- 
cept of independence is the accountant’s 
most urgent social responsibility. He must 
seek to attain a social viewpoint. Some- 
times this may be different from the 
business viewpoint which he now generally 
has. Some elements of society, especially 
labor, feel that accountants have an un- 
conscious bias toward business. Until such 
an opinion is less common, it will limit the 
possibility that accountants may serve a 
sort of arbiter function in settling and 
preventing economic disputes. 

In addition, accountants have a social 
role in helping to alleviate economic in- 
stability. This is not as directly dependent 
on development of independence, but in 
some respects even this task will be ex- 
pedited if accountants can attain a social 
viewpoint in addition to the business view- 
point. 

In developing these ideas, the first major 
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chapter of the thesis discusses the nature 
of the accounting profession with reference 
to the professional attributes of service 
motive, competence, group consciousness, 
ethics, and the unique attribute of inde- 
pendence. Since professional status de- 
pends partly on good public relations, at- 
tention is given both to the profession’s 
need for self-improvement and to its com- 
munication with the public. 

The next chapter delineates the society 
to which accountants are responsible. 
“Free enterprise” is defined, and its good 
points and four major trouble points are 
sketched. These are: possible conflict be- 
tween property and human values, eco- 
nomic instability, growth of “‘big govern- 
ment,” and growth of “big business.” 

The balance of the thesis is a discussion 
of specific areas of responsibility, the prin- 
cipal of which is aid to management. 
Management has three functions: making 
a profit, providing good working conditions 
for employees, and serving society. All 
three have social implications. In helping 
with management problems, “independ- 
ent” accountants will generally be more 
valuable than accountant-advocates, al- 
though there are some tasks which raise 
no issues as to weakening independence. 
In other words, even in direct aid to man- 
agement there are possible conflicts be- 
tween the business and social viewpoints. 

The most critical area is that of financial 
reports. One of the most fruitful areas for 
rendering an arbiter function so as to al- 
leviate friction is that of labor-manage- 
ment relations. The service in which the 
accountant is now most obviously an 
advocate is that of tax practice. The ac- 
countant might well work toward an even- 
tual goal of independence even in this 
practice. 

Of areas of responsibility not directly 
related to aid to management, three are 
discussed: aid to government, social ac- 
counting, and education. 
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In concluding, the thesis deals with pro- 
fessional standards. The need for an ac- 
celerated development of accounting prin- 
ciples and auditing standards is stressed. 
The certified public accountant examina- 
tion which tests only competence needs to 
be supplemented. Non-certified account- 
ants raise definite problems as to stand- 
ards. Finally, new emphasis on independ- 
ence, even a new concept of independ- 
ence, is desirable for the accountant’s 
most useful social role—that of arbiter in 
alleviating and preventing economic dis- 
putes. 


THE ROLE OF ACCOUNTING 
IN PRICING 
Maybelle Kohl 
Columbia University, 1954 


This thesis explores the use of account- 
ing in pricing decisions in privately-owned 
manufacturing enterprises. The basic data 
were derived from both research readings 
and empirical evidence from forty firms 
located in northern Illinois, southern Wis- 
consin, and the New York City vicinity 
and chosen because of their nationally 
known products, longevity, or size. Forty 
personal interviews with price makers or 
representatives well informed on their 
companies’ pricing practices were made, 
not so much to affirm or deny, but rather 
to supplement research readings. 

Three chapters are devoted to the role 
of accounting in the principal pricing fac- 
tors of cost, demand, and competition. 
This inquiry relates to the types of costs 
that pricers require; to the accounting 
aids available for producing either total 
costs or practical forms of marginal costs 
on an actual, a present, a current replace- 
ment, or a future replacement cost basis; 
and to the control of costs to implement 
pricing decisions. 

Because the relative importance of cost, 
demand, and competition is sometimes 
modified by such factors as personalities, 


precedent, prestige, and legislation, two 
chapters relate to the worth of accounts in 
pricing when “other pricing factors” or 
government influences are present. The 
Robinson-Patman Act and the sales. 
below-cost laws of thirty states, enacted 
with the intention of influencing price, 
expressly refer to a cost-price relationship; 
and the phase of pricing to which this 
study is directed calls for reference to the 
accounting aspects therefor. 

In this respect, the results of personal 
interviews with representatives of forty 
firms falling under twenty classifications 
of manufacturing industries designated in 
the United States government’s Standard 
Industrial Classification Manual are re- 
corded in two chapters. One chapter is a 
summary and analysis of the interviews 
and is supported by a second chapter, 
which reports pricing descriptions in order 
to demonstrate the use of accounts in a 
manner not possible in the general anal- 
ysis. In gathering these data, an endeav- 
or was made to learn at first hand how 
pricing executives view the use of accounts 
in pricing decisions. 

Several pricing plans which appeared 
preferable to others and a proposed pricing 
plan are described in a chapter preceding 
that of the summary and conclusions 
which are: 

1. Accounts are operative where cost, demand, 

and competition are active pricing factors. 
The use of accounts does not depend upon 
a cost-price relation: In so far as cost does 
have an effect on price, a costing system is 
of value in supplying data or basic relation- 
ships for pricing estimates. In so far as 
market conditions are of importance, ac- 
counts can be utilized to prepare data for 
demand forecasts, to form estimates on 
price elasticities of demand, to supply facts 
for use in quasi-marginal cost pricing, and 
to provide means for cost control. 

2. Accounts are not relegated to an inactive 
status when “other pricing factors” such as 
prestige and precedent predominate; they 
can be both advantageously used and il- 
legally misused. Statutory influences on 
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accounting in respect to pricing have not 
been significant. When legislation relating 
to pricing is enacted, accounts do not have 
a more important role than ordinarily, but 
they have a different role in justifying a 
price to public authorities. There is no evi- 
dence to show that special use of accounts 
has developed for cost justification of price 
differentials or of price minimums. 

3. Accounts are basic to the structure of the 
compromise price, the equation of which is 
(total product cost+net profit) —(adjust- 
ment for competition)=price. This equa- 
tion represents the pricing practice of 68 
per cent of the firms interviewed for this 
study while an additional 10 per cent use 
the equation without modification for com- 
petition. Research readings have shown the 
preceding practices to be more used than 
that where a competitively fixed price is the 
starting point and the equation is price 
—cost=net profit. 

4. Total product costs are more often known, 
are understood better, and are more fre- 
quently requested by pricers than are mar- 
ginal costs. However, accountants have four 
methods of producing data for quasi- 
marginal cost pricing. 

5. Current replacement costs are desired by 
those who price. At times, future replace- 
ment costs are placed in pricing estimates. 
Depreciation is ordinarily computed in 
terms of actual fixed-asset cost. 

6. A general expression of those interviewed 
for this study was that accounting informa- 
tion supplements, guides, and cautions 
management and that the accountant as 
the custodian of the truthfulness and use- 
fulness of accounts has the safekeeping of 
the integrity and significance of the figures 
recorded therein. 


ACCOUNTING CHARACTERISTICS 
RELATED TO ECONOMIC 
THOUGHT 


Kenneth Wilbur Perry 
University of Illinois, 1953 


There exist today in nearly every area 
of accounting thought many theoretical 
controversies which frequently make tech- 
nical judgment formations difficult for the 
accountant. These controversies are evi- 
denced by the continually erupting con- 
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tests of opinion to which the accountant 
is subjected. Many of these arguments 
appear to have been brought about—or 
at least influenced—either directly or in- 
directly by economists. It is the present 
writer’s belief that many of the controver- 
sies arise as a result of the fact that more 
often than not the differences rather than 
the similarities between accounting and 
economics are emphasized. It is also the 
belief of this writer that many established 
accounting ideas are justifiable by econom- 
ic reasoning, and it is hoped that if some 
of these ideas are spotlighted, students of 
both accountancy and economics may 
benefit from the realization of the inter- 
relationships. Therefore, the purpose of 
this thesis was to search for and to point 
out some ideas characteristic of account- 
ing which are related to economic thought. 

The method employed in the study con- 
sisted of selecting certain prominent ac- 
counting characteristics and through an 
investigation of selected economic litera- 
ture—particularly that of the Classical 
and Neo-Classical Schools—showing how 
they are related to economic thought. 

The characteristics selected for the 
study were: (1) the profit motive, (2) the 
enterprise entity concept, (3) the distinc- 
tion between capital and income, (4) cost 
concepts, (5) cost accounting, and (6) ac- 
crual accounting. It was not the intent of 
this thesis to give the impression that all 
ideas characteristic of accounting are re- 
lated primarily to economic thought—of 
course many had their roots elsewhere. 

The Classical and Neo-Classical litera- 
ture was chosen because these writings 
consist of observations and thinking of 
businessmen, legislators, and people con- 
nected with government, stimulated by 
the economic problems with the solution 
of which they were concerned. Since the 
thinking of these writers dealt with the in- 
terpretation of the actualities of their 
contemporary lives, and since most of 
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them wrote after the beginning of the 
Industrial Revolution, they were keenly 
aware of business and possibly of account- 
ing problems. 

In general the conclusions arrived at in 
this thesis seem to indicate that many 
ideas characteristic of accounting are re- 
lated to economic thought. Some of the 
major specific conclusions reached show 
that: 

(1) The profit motive is not peculiar to 
accounting, but rather that it has been 
fundamental to economic analysis for a 
long time. It was also concluded that ac- 
countancy and economics are more closely 
related in this area than is frequently be- 
lieved. 

(2) The development of the account- 
ant’s enterprise entity concept appears 
to have been related to the Classical 
School’s entrepreneurial concept and the 
Neo-Classical School’s concept of the firm. 

(3) The accountant’s development of 
the distinction between capital and in- 
come was nourished in and undoubtedly 
related to the economic thought of the 
period studied. 

(4) Accounting concepts of cost were 
rooted in economic thought. 

(5) The development of cost accounting 
was related to the development of econo- 
mic thought. It was also concluded that 
(a) the cost accountant’s concept of direct 
and indirect labor is related to the econo- 
mist’s productive and unproductive labor, 
(b) his fixed and variable expenses are 
related to the economist’s fixed and vari- 
able cost, and (c) his differential cost is 
related to the economist’s marginal cost. 

(6) In the historical development of 
accounting the movement from venture 
to accrual accounting was related to the 
movement in economics from static to 
dynamic analysis. Asa result both account- 
ing and economics have a going concern 
viewpoint. It was also concluded that the 
development of periodicity and matching 


in accrual accounting was related to the 
economic thought investigated. 


AN ANALYSIS OF THE TRADI- 
TIONAL ACCOUNTING TREAT- 
MENT OF DEFERRED 
CHARGES 


James M. Owen 
Louisiana State University, 1953 

The deferred charges classification, as 
presently constituted, embraces a variety 
of items which are, to a large extent, un- 
like and unrelated to one another in na- 
ture and function. The usefulness of this 
section in current balance-sheets is ques- 
tionable. Many individuals look upon the 
section with considerable doubt and sus- 
picion; many analysts eliminate the sec- 
tion completely. 

The purpose of this dissertation is to 
evaluate the traditional accounting treat- 
ment of deferred charges and to offer rec- 
ommendations which will result in a more 
useful presentation of the items currently 
identified as deferred charges. The anal- 
ysis undertaken is based upon a study of 
basic accounting concepts. The items in- 
vestigated are those which examination of 
recent balance-sheets and current ac- 
counting literature reveals to be the most 
common deferred charge items. 

The detailed procedure customarily fol- 
lowed in accounting for prepaid expenses 
is satisfactory. However, the presentation 
of these short-term prepayments in the 
deferred charges section of the balance- 
sheet results in an inaccurate presentation 
of working capital assets. It is therefore 
recommended in this study that prepaid 
expenses be classified in the current asset 
section with other working capital assets. 

The customary accounting treatment of 
organization and developmental expenditures 
results in an immediate (or arbitrarily 
rapid) write-off of such costs. This treat- 
ment reflects a liquidation attitude, in 
conflict with the going concern concept. 
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It is recommended that such expenditures 
be capitalized and classified as intangible 
assets, to be amortized as expense equi- 
tablyover the periods benefiting therefrom. 

Normal losses arising during the develop- 
mental period have traditionally been 
written off immediately (or as rapidly as 
earnings will permit). Inasmuch as such 
losses are necessarily incurred in the es- 
tablishment of the going concern, they 
should be recognized as valid develop- 
mental costs and should be accorded the 
treatment recommended for such costs. 
Replacement losses and extraordinary losses, 
often treated as deferred charges, should 
be written off immediately. Such losses do 
not represent costs which benefit future 
periods. 

Expenditures for remodeling, rearrang- 
ing, and reinstalling existing facilities rep- 
resent costs relating to specific tangible 
facilities. The traditional classification 
of such costs as deferred charges does not 
produce an accurate statement of the 
costs of tangible facilities presently in use. 
It is recommended that such costs be 
identified directly with the facilities to 
which they relate rather than as deferred 
charges. 

Unamortized discount relating to out- 
standing bonds, traditionally presented as 
a deferred charge, in reality represents 
unaccrued interest on the net amount 
initially borrowed. It is recommended that 
this item be reflected in the presentation 
of the liability for the amount borrowed to 
date rather than as a deferred charge. 
With regard to unamortized discount and 
call premium on refunded bonds, it is rec- 
ommended that these items be written 
off immediately. They relate exclusively 
to past periods; future periods derive no 
benefit from them. 

The cumulative effect of the recom- 
mendations in this dissertation is, thus, 
complete elimination of the customary 
deferred charges section of the balance- 
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sheet. Items currently presented in that 
section may be more meaningfully and 
more usefully presented elsewhere in ac- 
counting statements. 


THE FINANCIAL AND ACCOUNT- 
ING ASPECTS OF AMORTIZA- 
TION OF EMERGENCY 
FACILITIES 


Robert Glenn Falls 
Indiana University, 1954 


During each major war emergency in the 
twentieth century producers of the facili- 
ties and equipment necessary to pursue the 
defense of our country have sought and 
obtained from the Congress special tax 
treatment of the cost of these facilities. 
As a production incentive, more liberal 
deductions for federal income tax pur- 
poses have been granted to these investors 
than to those investing in ‘“non-emer- 
gency” equipment. A substantial amount 
of debate has arisen with each emergency 
concerning the need and desirability of this 
special tax treatment of defense facilities. 
The critics have claimed that the emer- 
gency facility tax allowances have been the 
source of revenue losses for the federal 
government and substantial war profits 
for businesses receiving the allowances. 
The defendents have been equally vocal 
in their defense of the special allowances. 

The purpose of the thesis is twofold: 
(1) to present a history of the develop- 
ment of tax amortization provisions for 
emergency facilities; and (2) to analyze 
the case for and against continued use of 
special amortization in the light of theoret- 
ical and practical considerations. A 
statistical study of the use and relative 
significance of the allowances as compared 
to related federal government revenue and 
industrial financial data is included. Pri- 
mary emphasis is placed on the financial 
and accounting aspects of the problem. 

In the study, it is found that substantial 
subsidies are possible, with corresponding 
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inequities as between taxpayers and per- 
manent loss of revenue to the federal 
government, where special allowances are 
granted on an incentive basis. It is, there- 
fore, recommended that the allowances 
under the emergency facility provisions be 
limited to a recognition of anticipated loss 
in service value of facilities. Where the life 
of facilities is dependent entirely on the 
length of the emergency, a sixty-month 
period should be allowed both for tax 
purposes and for contract pricing and 
renegotiation, with a provision for short- 
ening the period if the emergency ceases 
before the end of the sixty months. Where 
it can reasonably be assumed that facilities 
will have value in post-emergency civilian 
production, it is recommended that reli- 
ance be placed on regular depreciation and 
loss provisions, with a similar coverage of 
cost in contract pricing and renegotiation. 
A system of guarantees against failure to 
recover invested capital is recommended 
for those “in-between” cases where post- 
emergency value is uncertain. The guar- 
antee system is set up on a basis which is 
intended to protect both the investor and 
the federal government. 


THEORY AND APPLICATION OF 
STATISTICAL QUALITY CON- 
TROL TO PROBLEMS OF 
A NON-MANUFACTURING 
NATURE 
James W. Parsons, Jr. 
Louisiana State University, 1954 


Historically, statistical quality control 
has been applied primarily in the manufac- 
turing business. In such applications many 
benefits have resulted, often with large 
savings. The application of statistical 
quality control to problems of a non- 
manufacturing nature, or more specifi- 
cally, to accounting and clerical problems, 
has lagged. Until recently, little attention 
has been paid to the broad field of oppor- 
tunity available in accounting procedures. 


The Accounting Review 


This dissertation explores the account. 
ing procedures, in an attempt to determine 
the similarity of conditions and goals be. 
tween such procedures and manufacturing 
procedures; it develops the general theory 
of statistical quality control as could be 
applied to accounting problems; and it 
examines the possibilities of making an 
application of such principles to an exist- 
ing problem. 

Similar conditions and goals exist in 
accounting areas and in manufacturing 
areas. Generally stated, the goal of a pro- 
duction process is to provide a quality 
product at a cost which will enable a prof- 
it to be earned upon the sale of the prod- 
uct. The provision of a quality product 
implies that the rate of defective product 
should be minimized to the rate inherent 
within the process. The cost of the product 
implies that in the production costs will 
be included the cost of inspecting the 
product to determine which units are de- 
fective, and the cost of reworking defective 
units. Similarly, in accounting areas, the 
product (statements of accounts receivable 
balances of accounts in the ledgers, and 
inventory sheets) should be provided at a 
cost which does not exceed the benefits 
derived therefrom. There would be a cer- 
tain error rate which is allowable, and the 
costs would include inspection (auditing) 
and correction of errors disclosed by such 
inspection. 

The methodology employed by auditors 
to verify the accounts and the inventory 
offer many possibilities for improvement. 
In some instances no sampling plan is 
utilized. The auditors, instead, verify 100 
per cent of the entries or balances. In 
other instances a sampling plan is utilized, 
which does not meet the requirements of 
scientific plan. The use of subjective tests 
yields a wide range in the risks of inac- 
curacy of work not sampled. By employ- 
ing scientific sampling plans, auditors may 
reduce the amount of sampling needed to 
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provide a determined degree of accuracy. 
In other cases, auditors may acquire a 
greater degree of accuracy with the same 
amount of sampling which had previously 
been carried out. 

The practical problem which is analyzed 
is an inventory procedure used by a local 
industrial organization. This company 
uses a perpetual inventory procedure of 
maintaining quantity records throughout 
the operating period. Also throughout the 
operating period, physical inventory is 
taken to verify the accuracy of the per- 
petual records. In the past there has been 
a sizable rate of error shown in the per- 
petual records upon physical examination 
of the material. The control charts pre- 
pared in Chapter IV show that this error 
rate has been declining throughout the 
last several months. 

The conclusion reached is that account- 
ing procedures provide opportunities for 
the application of statistical quality con- 
trol, and that such applications will be 
limited only by the individual’s imagina- 
tion and management’s willingness to have 
such applications made. 


REPORTING ASSET 
TRANSACTIONS 
Malcolm L. Pye 
University of Illinois, 1954 

Accountancy reveals corporate activi- 
ties to interested groups by means of 
financial statements. It is believed that 
generally accepted practices for the or- 
ganization and reporting of accounting 
data are deficient, and that additional re- 
ports can be developed that will extend 
the usefulness of accountancy. 

From an accounting standpoint, cor- 
porateactivitiesresultin transactionswhich 
have an ultimate objective of profit. These 
transactions have similarities, or charac- 
teristics, which enable one to classify or 
group them. Those transactions which af- 


fect income for the period are grouped in 
the profit and loss statement. 

The income characteristic is useful, but 
other characteristics are also significant. 
For example, one group of transactions 
affects the composition and amount of 
working capital, while other transactions 
affect the fixed asset investment. Collec- 
tion of receivables and payment of short 
term obligations are illustrations of work- 
ing capital transactions. Fixed asset addi- 
tions, betterments, and depreciation are 
examples of fixed asset transactions. 

The inadequancies of the balance sheet, 
the surplus statement, and the income 
statement in disclosing completely the 
nature and effect of asset transactions are 
somewhat apparent. The funds statement 
impinges on this area, however, and might 
be considered by some to constitute ade- 
quate disclosure. 

Several deficiencies can be attributed to 
the funds statement. The most important 
of these is the lack of a clearly stated ob- 
jective. Some accountants believe the 
statement should disclose cash transac- 
tions, while other accountants believe the 
statement should disclose the changes that 
have taken place in the non-current ac- 
counts of the balance sheet. An additional 
inadequacy of the funds statement is ob- 
served in the lack of development of signif- 
icant relationships. At a time when finan- 
cial statements have been examined by 
skilled analysts and many ratios devel- 
oped, none has been suggested for the 
funds statement. 

It is contended that satisfactory tech- 
niques for reporting working capital and 
fixed asset transactions can be developed, 
and methods of obtaining and presenting 
the required data are discussed. A state- 
ment of working capital transactions and 
a statement of fixed asset transactions 
are proposed. The statement of working 
capital transactions is designed to show the 
circulation of working capital through 
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transactions, which constitutes one of the 
major areas of attention for financial man- 
agement. The statement of fixed asset 
transactions is designed to show the ex- 
pansion or contraction of productive 
facilities, and to reveal corporate policies 
as to maintenance and repairs. 


WARTIME “TWILIGHT” RE- 
SERVES IN INDUSTRIAL AC- 
COUNTING: THEIR BACK- 
GROUND AND USE 


Catherine E. Miles 
University of Alabama, 1953 


The corporate form of business organiza- 
tion has caused various groups of persons 
in our economy to be keenly interested in 
corporate financial statements. The figure 
“net profit” is of importance to each group, 
but this figure has various connotations. 
The inclusion or exclusion of some items 
has been debatable one of the items being 
provisions for wartime reserves. 

The term “reserve” has caused much 
confusion, as its meaning in accounting is 
different from the common usage. For 
many years accountants have classified 
reserves as (1) contra-asset or valuation, 
(2) liability, or (3) surplus reserves. Dur- 
ing World War II there was extensive use 
of a fourth classification: reserves shown 
between liabilities and surplus, or in a 
“twilight” zone. These reserves could not 
be considered by their balance sheet pre- 
sentation as parts of suplus or as liabilities. 

In this dissertation a survey was made 
of reserve practices of 56 corporations from 
1937 through 1950. The corporations were 
divided according to size: 26 large com- 
panies and 30 small companies. All were 
companies whose securities were for sale 
to the public. The survey concentrated on 
wartime reserves which were created by 
charges to income and were shown on 
balance sheets in “twilight” zone areas. 

One facet of the survey dealt with 
terminology. The usage of “reserve” has 
decreased in some sections of balance 


sheets. In connection with contra-asset 
accounts, the percentage dropped from 96 
in 1937 to 64 in 1950, with “allowance” 
and “estimated” replacing “reserves.” In 
liability sections, the percentage decreased 
from 19.8 in 1937 to 3.5 in 1950. Reserve 
sections were used by 87 per cent of the 
companies at some time during the period 
studied. 

Wartime reserves in “twilight” zones 
originated by both charges to income and 
charges to surplus. Survey findings showed 
more companies providing reserves by in- 
come charges than by surplus charges. The 
dollar amounts of income charges were also 
greater than surplus charges. 

Comparisons between large and small 
companies showed a higher percentage of 
large companies establishing wartime re- 
serves than small companies. Reserves pro- 
vided by small companies originated pri- 
marily by income charges, whereas large 
companies made substantial charges to 
surplus as well as to income. 

The outstanding type of reserve used 
was “reserve for contingencies.” Through 
1945, greater amounts were provided for 
contingency reserves by both large and 
small companies than for any other type. 
However, from 1946 through 1950, the 
large companies provided greater amounts 
for reserves for risk of loss and for stabiliza- 
tion. The small companies provided larger 
reserves for high costs. 

Comparisons were made between war- 
time reserve provisions charged to income 
and certain key figures on income state- 
ments. In comparing reserve provisions 
with net income figures over the 14-year 
period, corresponding increases and de- 
creases were not found to exist. A similar 
type of analysis was made for net sales and 
reserve provisions. Here, too, there was a 
lack of corresponding increases and de- 
creases for the 14-year period. Therefore, 
the figures obtained in this part of the 
survey did not uphold the statement some- 
times made that corporations attempted 
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to level periodic income by the use of war- 
time reserves if the entire 14-year period 
were considered. 

Another part of the survey dealt with 
the use and disposal of reserves. Reserves 
were decreased primarily by: (1) direct 
charges to reserves, (2) transfers to income 
offsetting charges for alleged wartime 
costs, (3) transfers to other reserves, (4) 
credits to surplus, and (5) unknown, no 
explanation given. Corporations generally 
returned amounts to income from reserves 
only when there were alleged wartime 
costs included in the same statement. 
Thus, periodic net income was not affected 
except that net income would have been 
lower had there been no wartime reserves 
from which to transfer amounts to offset 
alleged wartime costs. 

The study of disposal of reserve balances 
extended to compilations of amounts trans- 
ferred to surplus when reserve accounts 
were closed. Approximately 45.2 per cent 
of total income provisions for reserves for 
the 14-year period were not used directly 
but were closed to surplus upon disposal 
of reserves. Three outstanding reasons for 
transfers were: (1) corporations were un- 
able to differentiate war and non-war costs, 
(2) war costs were incurred but included 
in statements of prior periods, and (3) 
reserves were provided in excessive 
amounts. 

The figures obtained in the survey are 
to be used for general analysis only. No 
standardized reserve practice was followed 
by all companies and it is only by a de- 
tailed study of a company that its reserve 
policies can be evaluated. 


THE APPLICATION OF THE 
FEDERAL INCOME TAX TO 
SAVINGS AND LOAN 
ASSOCIATIONS 


Charles H. Spencer 
Indiana University, 1953 
After a long period of exemption from 
federal income taxation, savings and loan 
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associations were subjected, in principle, 
to the income tax by the Revenue Act of 
1951. 

This study investigates the wealth of 
legislative history concerned with estab- 
lishing and maintaining tax exemption for 
the associations. The evolution of the 
theories concerning the exemption issue 
are traced. The study then presents the 
background for the loss of exemption and 
the legislative struggle culminating in the 
1951 Act. 

The provisions of the 1951 Act relating 
especially to savings and loan associations 
are examined. Since the 1951 tax legisla- 
tion may have a considerable impact upon 
the associgtions’ future methods of opera- 
tions, a part of the study deals with the 
influence of the imposition of the income 
tax upon policy determination of the asso- 
ciations, and the probable effect of taxa- 
tion upon the future growth of the savings 
and loan industry. 

The last part of the study is a critical 
analysis of the present income tax position 
of the associations, with special emphasis 
upon the weaknesses of that position and 
the industry’s views and opinions toward 
it. Inquiry is directed into the soundness 
of the tax law itself, into the present tax 
treatment of the associations as compared 
with the treatment of other businesses 
with comparable problems, and into the 
various tax treatments of the type of 
income earned by the associations and 
other comparable institutions. A tax pro- 
gram of long-range benefit to the associa- 
tions is suggested. 


CHANGING PRICES AND FINAN- 
CIAL REPORTS: AN ANALYSIS 
AND A CASE STUDY 
Donald Alvin Corbin 
University of California, 1954 

When prices change significantly, many 
economic problems arise because prices of 
specific items move unequally. Most prices 
move in the same direction, but others are 
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fixed in amount by contract. During the 
recent inflation many persons faced such 
problems as coping with increases in living 
costs, suffering losses from holding bank 
accounts and bond investments which 
were fixed in price, and selling their 
homes for a money gain which was partly 
unreal because the dollar had declined 
greatly in value. 

Businesses face similar problems when 
prices change, but their accountants have 
done little to report the effects. They have 
clung to the “‘cost-basis” of accounting 
which does not recognize increases in 
asset values. Out-of-date costs are used, 
and gains or losses from being a debtor or 
creditor are omitted. Accouptants in 
many foreign countries have recently 
abandoned the ‘‘cost-basis” and have used 
index numbers to correct financial reports. 
During inflation this helps prevent over- 
statement of income, payment of excessive 
dividends, taxation of capital, and under- 
statement of asset values. 

One question faced in this country is 
whether the inflation has been sufficient to 
produce the serious distortions which 
foreign accountants have been forced to 
correct. Net income is distorted because 
cost-of-sales and depreciation expense are 
in costs of prior years. Both the value of 
the dollar and various asset values have 
changed. The accountant’s yardstick—the 
dollar—has decreased in size; yet he con- 
tinues to measure without correction. 

In this study an eclectic method of 
adjusting reports was devised to recognize 
changes in prices. It discloses changes in 
asset values whenever they can be satis- 
factorily determined. Measurements are 
made with a dollar of constant value—one 
whose size does not change. The method 
also takes into account the gain or loss 
from being a debtor or creditor when prices 
change. 

The method was tested in a case study 
of a department store. Index number cor- 


rections were made for a twenty-year 
period. The corrected figures revealed 
that net income was greatly overstated 
during inflation and understated during 
deflation, income tax rates were higher 
than reported, indicators of growth were 
quite misleading, and that apparent losses 
from holding monetary items amounted to 
several million dollars. 

The following tentative conclusions were 
reached: (1) The recent inflation was suf- 
ficient to require adjustments of financial 
reports. (2) Costs per books should be 
adjusted by use of a general index. (3) 
Further corrections should be made if 
specific asset values differ significantly 
from adjusted costs. (4) For inter-firm 
equity the income tax laws should be 
amended to recognize changes in the price- 
level. (5) Adjusted reports are an impor- 
tant step in lifting the “veil of money.” 


THE HISTORICAL DEVELOP- 
MENT OF THE USE OF RATIOS 
IN FINANCIAL STATEMENT 
ANALYSIS TO 1933 


Sister Isadore Brown 
Catholic University of America, 1954 


As industrial and technological advance 
moved forward in the United States during 
the latter part of the nineteenth century, 
the credit system was expanded to meet 
their demands and accounting procedures 
devised to supply the essential records and 
financial statements. This investigation 
traces the development of one small seg- 
ment of this growth, namely, the use of 
financial ratios in financial statement 
analysis in such major fields as banking, 
commerce, and industry prior to the year 
1933. The year 1933 was chosen as a ter- 
minal point because of the many factors 
of national importance which occurred at 
that time leading to reorganization of 
business methods, readjustment of credit 
policies and re-evaluation of accounting 
principles and practices. 
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The history of the ratio method of 
financial statement analysis is based on 
the development of methods of granting 
credit and the use of financial statements. 
As credit methods advanced to the use of 
rating agencies and the establishment of 
credit departments, the use of financial 
statements as guides to forming credit 
judgments became the ideal, if not the 
general practice. Interpretations of such 
statements were first made by comparison 
of dollar figures and later by study of the 
relationships of items on the statement or 
of similar items on statements of previous 
periods. 

James G. Cannon of New York and 
Peter R. Earling of Chicago were early 
leaders in this development. John J. Knox, 
Comptroller of the Currency, in 1872, 
made use of ratios in reporting to Congress 
some phases of the financial condition of 
the national banks. In the early years of 
the twentieth century, succeeding Comp- 
trollers of the Currency, especially William 
B. Ridgely and John Skelton Williams, in- 
creased the number of ratios used in their 
annual reports to Congress. The agents of 
the Federal Reserve Banks of the twelve 
Federal Reserve Districts also adopted 
the ratio method for reporting the opera- 
tions of their member banks. 

Ratios were used by individual credit 
men before the turn of the century, but it 
was Alexander Wall in 1919, who crys- 
tallized their use into a scientific tech- 
nique and generated enthusiasm for ratios 
which seemed to be carried beyond reason- 
able bounds by a few ardent users during 
the late 1920’s. The economic conditions 
of the nation following World War I 
awakened business management to needs 
for statistical data and standards of 
achievement. James H. Bliss, in 1923, set 
forth principles for applying ratios to the 
development of standards for manage- 
ment’s comparison of comparable indus- 
tries or firms. Likewise, bank management, 
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which had been slower in accepting the 
advantages of cost accounting, became 
aware of the need for improved banking 
practices and began studying earnings and 
operating expenses with the aid of ratios. 


THE RECEIVERSHIP AND RE- 
ORGANIZATION OF THE 
ABITIBI POWER & PAPER 

COMPANY, LIMITED 


Gilbert Richard Horne 
University of Michigan, 1954 


The dissertation covers the history of a 
leading Canadian company in the highly 
variable newsprint industry, with special 
emphasis on the long period of receivership 
and the final reorganization. Some atten- 
tion is devoted to the effects on the post- 
reorganization history of the company of 
failure to reorganize earlier. Such a survey 
is of particular interest because of the lack 
of similar studies in Canada, particularly 
since no clearcut procedure exists in that 
country for a corporation faced with the 
necessity of a thoroughgoing recasting of 
its capital structure. 

The materials used were the published 
financial statements of the company and 
the receiver, supplemented by the ma- 
terial, published and unpublished, of the 
various committees during receivership. In 
addition, resort was had to reports carried 
in the financial journals. The older execu- 
tives of the company and _ individuals 
prominent during the period of receiver- 
ship were interviewed. 

The history of the company is traced 
from its inception in 1912 through a period 
of steady growth culminating in the mer- 
ger phase of the late 1920’s, followed by 
the receivership in 1932 which lasted until 
1946. The story of the industry is pre- 
sented as background for the vicissitudes 
of the company. The heavy reliance on the 
principle of leverage is discussed with 
some criticism being levelled at the use of 
prior-charge securities in an industry 
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where earnings are subject to consider- 
able cyclical variation. Some critical atten- 
tion is devoted to early accounting prac- 
tices as well as to those during and follow- 
ing receivership. Consideration is directed 
to the industry’s pricing policies insofar 
as these are background to the main 
theme. The receivership of the company 
was one of the longest, and the greatest in 
financial stakes in Canadian industrial 
history. The experience in this instance is 
an augury for the future with the expan- 
sion of the Canadian economy and the 
growth in the size of Canadian corporate 
enterprises. 

Certain conclusions emerge which carry 
lessons for the future. The use of the more 
rigid type of leverage capital is questioned 
for a company in an industry the demand 
for whose product exhibits a high degree 
of income-elasticity. The price of the com- 
pany’s main product, moreover, has re- 
acted markedly to changed economic con- 
ditions. 

The history of the receivership and of 
the successive efforts at reorganization 
reveals the usual conflicts that have been 
evident in similar cases in the United 
States. In contrast with the situation in 
that country where reorganization pro- 
cedure is covered by a specific chapter of 
the federal act respecting bankruptcy, the 
legislation in Canada does not contemplate 
handling a situation as complex as the 
Abitibi one, where liquidation can not be 
reasonably effected. In such a case, it is 
possible for the bondholders to foreclose 
under provincial procedure, selling the 
assets of the corporation, thereby eliminat- 
ing the stockholders and unsecured credi- 
tors from participation. The question that 
arises is whether reorganization of great 
corporations should be definitely provided 
for in the law as is the case in Chapter X 
of the National Bankruptcy Act (U.S.), or 
whether the solution to the problem should 
be ad hoc in nature, implying the success 


of the groups able to apply the greatest 
political pressure. No facile solution exists, 
While legislation might be useful in Can- 
ada in laying down a definite procedure for 
all reorganizations where liquidation jis 
out of the question, any attempt to provide 
a blue print applicable to all cases seems 
doomed to failure. Ultimately any reor- 
ganization is a matter of human judgment. 
It must of necessity mean “‘horse-trading,” 
the results of which may be circumscribed, 
but not determined by, government com- 
missions and courts. 


UNIFORM ACCOUNTING SYS- 
TEMS; THEIR SCOPE AND 
SIGNIFICANCE 


Walter Stanley Palmer 
Stanford University, 1954 


Accounting has had widespread use by 
private organizations and by some social 
researchers; however, lack of information 
concerning business activities still exists. 
Uniform accounting, ranging from simple 
charts of accounts to elaborate systems 
intended for use by groups of similar en- 
terprises, provides a major effort to better 
the profit situation of users by improving 
efficiency, increasing knowledge, and pro- 
viding stability and sounder methods of 
pricing. 

Governmental agencies and private vol- 
untary associations, primarily trade asso- 
ciations, have prepared uniform systems. 
The extent of accounting achievement in 
each industry is correlated with trade 
association activity in accounting matters. 
However, the average percentage of the 
members who use the uniform system 
within an industry is relatively low, al- 
though the volume of business done by 
such concerns is a somewhat higher per- 
centage. The period of greatest activity 
by private associations was during and 
immediately following World War I. 
Steady interest has continued without 
vigorous development. Experience shows 


the 
of 
hel 
the 
pri 
dl 
dif 
pre 
cig 
fra 
pic 
ad 
Fe 
ph 
op 
in 
in 
ce 
vit 
pr 
ut 
m 
a 
te 
te 
us 
in 
C 
m 
di 
li 
4 ef 
a 
h 


an- 


ide 


that systems have about an even chance 
of surviving. Review by judicial bodies has 
held that these joint efforts do not violate 
the competitive ideal unless used to fix 
prices or restrict production. Conditions 
where uniform accounting is limited in- 
clude: diversities arising from product 
differentiation, geographic location, size, 
production methods, marketing and finan- 
cial factors, attitudes of management, legal 
framework, and oligopoly situations. Sus- 
picious individualism and inertia limit 
adoption. Interest is essential for success. 
Few associations participate in the crucial 
phase of assistance in installation and 
operation. 

There is a general shift away from mi- 
nute uniformity of items. Production cost- 
ing, but not distribution costing, is found 
in the majority of systems. Details con- 
cerning material, labor, and overhead pro- 
vide a general basis for comparison. De- 
preciation rates are suggested by only a 
minority. There is lack of development of 
reporting procedures and a tendency to 
utilize only traditional financial state- 
ments. Only a few associations have 
achieved complete systems, but these bet- 
ter indicate the possibilities of such sys- 
tems. Industry cost surveys have been 
used in many instances and are important 
in obtaining the interest of members. 
Coverage and statistical reliability can be 
improved. More recent revisions of the 
manuals include a_ presentation of: 
budgets, machine accounting, pensions, 
distribution costing, and standard costing. 

Uniform accounting may contribute to 
increased efficiency. However, there is 
little evidence that these systems have 
achieved stability for interested groups, 
though it is impossible to say whether such 
efforts lessened the fluctuations which 
occurred. The relationship between costs 
and prices is extremely complex, and, 
while prices may have been affected, they 
have not been improperly controlled. The 
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systems have contributed to knowledge 
of accounting, but the lack of wide usage 
indicates the enormous areas which still 
need development. Lack of progress is one 
of the more likely, although not inherent, 
defects of uniform accounting. There is no 
apparent correlation between the social 
performance of industries as determined 
by the TNEC and industries using uni- 
form accounting. 

Uniform accounting should emphasize 
even more the need by many firms for 
education in accounting matters. Increased 
interest must be developed by showing the 
value of accounting information to man- 
agement. Emphasis on managerial con- 
trol and efficiency as methods of improv- 
ing profits should overshadow emphasis on 
pricing. To accomplish these results, fre- 
quent revisions are necessary. Moreover, 
creation and installation must be well 
thought out and planned to the needs of 
individual member firms. Both the trade 
association and professional accounting or- 
ganizations can do more to publicize the 
advantages of such systems and the im- 
proved knowledge resulting from their 
use. These systems have aided industry in 
adapting to a dynamic economy and have 
the potential for greater accomplishments 
in the future. 


EVALUATION OF THE USEFUL- 
NESS OF HISTORICAL COST 
IN ACCOUNTING 


Clarence Leo Dunn 
University of Illinois, 1953 


One of the conventions presently un- 
derlying corporate accounting carries the 
assumption that fluctuations in the value 
of money may be ignored in the preparation 
of financial statements. Ordinarily, no 
attempt is made to give effect to the al- 
most continuous fluctuations in the value 
of money. Under the impact of price level 
changes of recent years, challenges have 
arisen as to the adequacy, for many pur- 
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poses, of the conventional method of deter- 
mining net income as the excess of periodic 
revenue over the historical invested cost 
consumed in earning that revenue. 

It has been urged by many writers that 
when the value of the dollar changes 
significantly, accounting measurements of 
business costs should be modified accord- 
ingly. There have been repeated and nu- 
merous assertions that present accounting 
practices, with cost as the fundamental 
basis, do not show correctly the results of 
business operations. The validity of the 
cost principle and the usefulness of the 
cost basis in accounting have definitely 
been challenged. 

The problem is most noticeable in con- 
nection with inventories and fixed assets. 
These assets usually remain in an enter- 
prise long enough so that in a period of 
sharp and sustained price change, the 
discrepancy between current value and in- 
vested cost will be significant. Most of the 
controversy of recent years has concerned 
these two areas. In this study the main 
concentration in evaluating the usefulness 
of historical cost is on inventories and 
fixed assets. 

Various departures from historical cost 
which have already taken place with re- 
spect to inventories and fixed assets are 
investigated in this study. Attention is 
also given to the various proposals which 
have been advocated as partial or complete 
remedies for the asserted shortcomings of 
accounting based on historical cost. The 
purpose of this approach is to emphasize 
the limitations of historical cost and to 
determine whether the departures from 
historical cost and the proposals for change 
might make accounting information more 
useful than it would be by strict adherence 
to the historical cost basis. 

Several advantages are claimed for the 
historical cost basis. Its usefulness stems 
to a large extent from these advantages. 
It is pointed out that the use of the histor- 


ical cost basis is more likely to result in 
determinations which are objective and 
verifiable. The possibility of consistent 
treatment and consistent application un- 
der this basis is another strong point for 
historical cost. Another factor in the evalu- 
ation of the usefulness of the cost basis is 
the recognition that there must be a de- 
pendable, definite starting point in the 
accounting record for subsequent report- 
ing and interpretation. These and other 
practical considerations favoring historical 
cost are fully discussed. 

It is pointed out in this study that in 
spite of changes in the price level, a service 
necessity still exists for accounting to 
serve management with historical cost 
data. One of the primary functions of ac- 
counting has always been, and still re- 
mains, to furnish management with data 
about invested costs so that management 
can benefit from the knowledge of prior 
efforts when considering plans for the fu- 
ture. 

It is not denied that data other than 
historical costs have real significance and 
usefulness. On the contrary, it is acknowl- 
edged that such data as replacement costs, 
and historical costs converted to a current 
dollar basis, may at times and for certain 
purposes be more significant and useful 
than historical costs. 

A basic conclusion of this study is that 
in spite of changes in the price level the 
significance of historical cost is such that 
the cost basis should be retained as the 
primary basis of accounting. It is con- 
cluded that historical cost has not out- 
lived its usefulness, as some have claimed, 
and that there is no justification for com- 
plete submergence of costs incurred, and 
the subsequent transformations and alloca- 
tions of cost, in a continuing enterprise. 

It is recommended that the develop- 
ment of ways and means of providing and 
presenting price level data effectively in 
supplementary statements be encouraged. 
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It is acknowledged that financial state- 
ment data expressed in uniform “current” 
dollars would be very useful for several 
purposes. It is suggested that historical 
cost data might best be converted to a 
current dollar basis through the use of 
index number measurements. The pri- 
mary statements, it is maintained, should 
continue as heretofore to be based on his- 
torical cost. A positive point of view is 
taken that accountants should attempt to 
meet the challenge of interpretative ac- 
counting by developing, presenting, and 
interpreting supplementary statements re- 
flecting the effects of price level changes on 
the enterprise, but that this should be 
accomplished without abandoning _his- 
torical cost as the primary basis of ac- 
counting. 


ACCOUNTING ASPECTS OF 
FRINGE WAGE PAYMENTS 


Robert E. Seiler 
University of Alabama, 1953 


Every problem that confronts the ac- 
counting profession is a direct result of 
dynamic conditions within our contem- 
porary society. Almost every current 
economic, political, or sociological event 
has some effect upon the accounting func- 
tion, creating its own problems which the 
accountant must solve. Current develop- 
ments in our system of employee remuner- 
ation is a case in point. 

“Fringe” wage plans for the payment of 
employees through indirect or deferred 
methods are a direct result of changes in 
our economic and sociological philosophy. 
Employees now receive, and in the ma- 
jority of cases actually expect, additional 
compensation in the form of pensions, 
group insurance, paid holidays, rest 
periods, paid vacations, guaranteed-wage 
payments, unemployment compensation, 
and old age benefits. 

The magnitude of the accounting prob- 
lems created by these new supplementary 
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wage plans cannot be overemphasized— 
first, because of the heavy cost of this in- 
direct type of compensation, and second, 
because of the varied forms these pay- 
ments have taken. A nationwide survey 
completed in 1953 which encompassed 940 
companies, large and small, in all our 
major industries, has indicated that these 
supplementary wage payments average 
over 34 cents per hour per employee, or 
approximately $722 per employee per year. 
This extensive survey indicated that 
fringe wage payments are made in all in- 
dustries, without exception, and that the 
average industry-wide cost ranged from 
a low of 14.3 per cent of base wages in the 
textile and apparel industries to a high of 
28.7 per cent of base wages in banks and 
trust companies. In a few select industrial 
firms indirect wage payments exceed 50 
per cent of base pay. 

The following data prepared from this 
nation-wide survey illustrate the extent 
of present indirect wage costs: 


Cost Per- 


Type of Fringe Benefit per Hour centage 


Legally required payments (Payroll 
taxes, workmen’s compensation)... 5.8¢ 


Group ineurance.................- 3.2 1.8 
Separation or terminal pay........ Be | 

Discounts on purchases........... 
3.6 2.0 
Profit-sharing payments........... 1.1 6 
Bonuses, awards, etc.............. 1.8 1.0 


Since these figures were compiled from 
1953 financial data, the present cost of 
fringes is undoubtedly higher. Indirect 
employment costs have increased sub- 
stantially each year since 1940; the aver- 
age rate of increase for all types of fringe 
payments during the past seven years has 
been approximately 17 per cent per year. 
These payments are obviously as valid a 
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part of labor cost as the base wage itself. 
Very few companies, if any, could operate 
today without paying at least two or three 
types of indirect wage. Supplementary 
wage costs must be computed and added 
to base wages if labor or employment 
costs are to be accurately stated. 

However, computation of the cost of a 
particular indirect wage payment, on the 
surface a relatively simple task, is in real- 
ity a complicated problem. There may be 
several available cost computation meth- 
ods for any one indirect wage plan, all 
permissible according to presently ac- 
cepted accounting principles, but yield- 
ing final cost figures that defy comparison. 
The periodic pension cost, for instance, 
may be computed (1) by including only 
the cash outlay made directly to retired 
employees during the current year, (2) by 
computing actuarially the cost of an an- 
nuity that would cover in full the future 
pension payments that must be made to 
those employees who retired during the 
current year, or (3) by computing the pen- 
sion presently accruing to all workers, 
whether retired or not. The cost of a single 
pension plan, figured by each of these 
three costing methods, could vary as much 
as 500 to 1 under certain circumstances. 
Little imagination is needed to visualize 
the effect of such different costing tech- 
niques upon financial statements and pe- 
riodic income. 

The extensive growth of indirect wage 
methods has also created new problems 
in the process of recording financial data, 
because of the many detailed subsidiary 
records that must be maintained. In addi- 
tion to the individual earnings records 
required by the Social Security and Fair 
Labor Standards Acts, separate detailed 
records must also be maintained for the 
administration of group insurance, pen- 
sion and guaranteed-wage plans, as well as 
a host of others. Such information as con- 
tributions made by the employee and/or 


contributions made for him by the em- 
ployer, employee benefit eligibility, bene. 
fits paid, changes in status, and a long list 
of similar information must be maintained 
in accurate and up-to-date form. 
Problems have also arisen for the ac- 
countant in the reporting process. The 
usefulness of labor and employment cost 
data is frequently dependent upon its 
comparability with similar figures. How- 
ever, comparability may be impossible 
without uniform cost calculations, stand- 
ard accounting methods, and full dis- 
closure of all pertinent factors affecting the 
indirect wage plan. Without such com- 
parability, management may make un- 
wise decisions in regard to substituting 
machinery for men, altering prices, or 
shifting company operations where 
changes in personnel are involved. In- 
vestors, also, may be misled by the higher 
reported profits of one company as com- 
pared with another, whereas in reality 
these greater profits may be only the result 
of a different method of computing pen- 
sion costs, allocating vacation pay to 
units of production, or estimating the cost 
of a guaranteed wage plan, to mention only 
a few. Full disclosure of the costing meth- 
ods employed in accounting for indirect 
wages is sorely needed if fringe payments 
are not to distort financial reports. 
Proceeding one step farther, even the 
compilation of national income estimates 
will suffer some loss of accuracy because 
of dissimilar fringe accounting and costing 
methods. Governmental compiling agen- 
cies are prone to use company financial 
statements as their beginning point, and 
any dissimilar wage and salary data in 
these reports cannot fail to impair the 
accuracy of the final computations. 
Perhaps the most complex but least 
appreciated of all the problems created by 
current developments in wage-payment 
methods is compliance with the maze of 
governmental regulations that have been 
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effected within recent years. A few of these 
regulations, such as the Social Security 
Act, make mandatory the payment of a 
certain fringe; other regulations, such as 
those pertaining to the Federal income 
tax, affect fringes much more indirectly. 
Between these extremes lie such Federal 
controls as overtime premium require- 
ments, guaranteed-wage exemptions, and 
even the definition of what hours are con- 
sidered compensable, on-the-job time. 
Keeping abreast of new regulations and 
current developments in already existing 
labor and wage regulations is a never- 
ending task for today’s industrial account- 
ant. 

The cumulative, over-all cost of supple- 
mentary wages has given rise to major 
problems in the tasks of allocating these 
new costs to production, computing break- 
even points, and determining cost and 
production estimates for future periods. 
Fringe wages, unlike base wages, are not 
flexible, for they are tied more nearly to 
the number of employees on the payroll 
than to the number of hours the employee 
works. Most companies reduce the hours 
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worked during periods of low output but 
maintain the labor force intact. This in- 
jects an element of rigidity to fringes, 
which in turn raises breakeven points and 
necessitates a complete revision of a com- 
pany’s budget at various levels of produc- 
tion. Each new indirect wage plan, or 
change in an existing fringe payment 
method, has serious repercussions for 
management in planning and fore-casting. 

One need not examine at length the 
problems created by this new form of em- 
ployee remuneration before realizing that 
they are not simple complications in the 
calculation of an employee’s paycheck. 
They are extremely complex problems with 
far-reaching consequences, affecting the 
whole fabric of a company’s costs, profits, 
and taxes. Fringes have affected the man- 
agerial aspects of accounting, as well as the 
record-keeping and report-preparing func- 
tions. Today’s industrial accountant must 
be prepared not only to gather and record, 
but to present adequately and interpret 
meaningfully the financial data concerning 
fringe wages. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Epitor’s Nore: Many of the experienced teachers, as well as some of the new ones have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug- 
gestions might well be made available to the other members of the teaching profession through The Teachers’ Clinic. 
Accordingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr., School 
of Commerce, University of Virginia, Charlottesville, Virginia. 


COST ACCOUNTING CONTEXT OF 
SEVENTEEN A. I. A. “THEORY OF ACCOUNT” EXAMINATIONS 


ROBERT G. KATZENMEYER, 
Kent, Ohio 


The table shown below indicates the 
phases of Accounting Theory covered in 
the Institute’s CPA Examinations during 
the period from May 1945 to May 1953 
inclusive. Summarizing the frequency of 
the various general subjects as they have 
appeared, the following summary can be 
developed: 


Number 
of Percentage 
Classifications Questions 
Capital Stock, Surplus, and Surplus 

Bonds and Sinking Funds......... 7 3.7 
Depreciation and Depletion........ 12 6.3 
Current and Non-Current Liabilities 7 te 
Stock Options and Stock Dividends 6 3.2 
Ratios and Analysis.............. 12 6.3 
Income Statements and Revenue... 9 4.7 
Property Plant and Equipment.... 11 5.8 
Governmental Accounting......... 5 2.6 
Deferred Charges and Deferred In- 

Techniques and Principles......... 15 7.9 
Goodwill and Intangibles.......... 5 

190 100.0% 


It has been quite evident to the author 
in the preparation of the above table that 
considerable disagreement could easily 
arise in the classification of certain ques- 
tions into the above categories. Many of 
the examination questions are so broad 


that they embrace two or three of these 
categories. In such instances we have 
included the question in our table under 
each of the headings to which it might 
conceivably apply. 

It is obvious that in relation to account- 
ing theory these assumptions overlap, and 
the classification of a convention or prin- 
ciple in terms of a single assumption may 
be highly arbitrary in the area of Cost 
Accounting as expressed in the form of 
questions in the “Theory of Accounts” 
section offered to candidates sitting for 
their bi-yearly examinations. 

It is also interesting to observe that 
Howard F. Greene prepared in 1946 an 
analysis of the cost accounting problems 
and questions presented in the CPA Ac- 
counting Practice examinations during the 
period from June 1917 to November 1945. 
This analysis was published as an article 
in THE AccouNTING REVIEW in April 
1946" and indicated that 88 of the 724 
problems and questions during that period 
were on cost accounting or inventory 
valuations. This represented approxi- 
mately 12 per cent of the total queries in 
this category. 

In this analysis, we have confined our 
thinking to the questions and problems 


1 Howard F. Greene, “Cost Problems Encountered in 
CPA Examinations,” THE AccounTING REview, April, 
1946, pp. 148-154. 
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in the Accounting Theory examinations 


examinations respectively: 


during the period from May 1945 to May May 1946 #3 


1953, and as a result have developed the 
following analysis: 


Number 
Classification 0 
Problems 
3 
Overhead: 
Methods of application.... 
Application to fixed assets............... 2 
Scrap and a spoilage treatment........... 2 
2 
15 
17 


In addition to the above enumerated 
questions, there were 18 additional ques- 
tions or problems on the subject of in- 
ventories, closely related to the subject of 
cost accounting. Considering the cost ac- 
counting and inventory questions and 
problems as a total, we find that approxi- 
mately 20 per cent of the accounting 
theory questions and problems in the 17 
examinations we have analyzed come un- 
der the general heading of cost accounting. 
A further observation in our analysis is 
the fact that the cost accounting problems 
and questions are appearing on the Uni- 
form CPA Accounting Theory examina- 
tions with consistent frequency. 

The questions and problems which have 
appeared in the past are probably a good 
indication of what may be expected in 
future CPA examinations and our analogy 
would indicate that over 90 per cent of the 
questions are either under the category of 
inventories or the application of overhead 
in process cost, job cost, or standard cost 
systems. For the moment our attention 
will be directed to the non-inventory 
phases of cost accounting appearing in the 
examinations studied. 


DEFINITIONS AND TERMINOLOGY 


The following three questions appeared 
in the May 1946, May 1948, and May 1945 


(a) Name three main classifications or com- 
ponents of “manufacturing overhead.” 

(b) Name at least two other designations that 
might be used in place of the term “manu- 
facturing overhead.” 

(c) State three methods of distributing manu- 
facturing overhead and discuss circum- 
stances where each of these methods would 
be preferred. 


May 1948 #8 


Define the following terms as used in cost ac- 
counting: (a) basic, or normal, standard cost; 
(b) burden variance; (c) job cost; (d) labor 
price variance; and (e) material efficiency 
variance. 


May 1945 #2 

Define the following terms as used in cost ac- 

counting: (a) burden; (b) material price vari- 

ance; (c) labor efficiency variance; (d) stand- 
ard cost; and (e) actual cost. 

It would appear from these questions 
that examiners expect a candidate to be 
familiar enough with the field of cost 
accounting to be able to define and inter- 
pret the basic terms and principles of this 
phase of accounting. 

To attempt in this study to define all of 
the cost accounting terms in general use 
would result in a supplementary paper. 
We have however, attempted to enumerate 
the more important terms and phrases. 


absorption account 

actuals 

adjustment account 

allocations 

applied expenses 

average inventory pric- 
ing 

base stock inventory 
pricing 

basic standards 

behavier costs 

bogey standards 

break even charts 

budget distribution 
costs 

budgetary control 

burden 


by products 

class costs 
continuous process cost 
controllable costs 
conversion costs 
cost center 

cost estimates 
departmental costs 
differential costs 
efficiency costs 
finished goods 
first-in-first-out 
fixed expenses 
formula costs 

idle time 

indirect labor 
indirect materials 


1 
A | 
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job order costs 
labor efficiency 
last-in-first-out 
manufacturing expense 
market (or cost) 
material variances retail costs 
non-manufacturing scrap-accounting 

costs spoilage costs 
opportunity costs standard costs 
out of pocket costs statistical costs 
overapplied costs uncontrollable costs 
overhead uniform cost account- 
overtime labor costs ing 
perpetual inventories unit process costs 
physical inventories variable expenses 


production center 
raw material 
reconversion costs 
replacement costs 
requisitions 


predetermined costs variances 
prime cost work-in-process ac- 
process cost counts 


METHODS OF APPLICATION OF OVER- 
HEAD IN MANUFACTURING 


The following five questions which have 
appeared in the Uniform CPA examina- 
tions in Theory of Accounts during the 
period surveyed deal in the main with the 
principles involved in the application of 
overhead: 


May 1949 #6 


A manufacturing concern which uses a his- 
torical cost system and applies manufacturing 
expense on the basis of “predetermined”’ or fixed 
rates, has the following accounts on its books at 
the end of its fiscal year: 


Manufacturing expense (debit)........ 217,384 


Work in process (debit). . 70,740 
Finished goods (debit) . 115,366 
Cost of goods sold (debit) 420,294 


You are to give two acceptable methods of 
disposing of the $217,384 Manufacturing Expense 
and the $182,952 Manufacturing Expense Ap- 
plied balances, and give the arguments for and 
against each method, setting forth any necessary 
assumptions you make. You need not work out 
any computations. 


May 1951 #1 


The H Manufacturing Company is engaged in 
manufacturing items to fill specific orders received 
from its customers. While at any given time it 
may have substantial inventories of work in proc- 
ess and finished goods, all such amounts are as- 
signable to firm sales orders which it has received. 

The Company’s operations, including the ad- 
ministrative and sales functions, are completely 


departmentalized. Its cost system is on a job 
order basis. Direct materials and direct labor are 
identified with jobs by the use of material issue 
tickets and daily time cards. Overhead costs are 
accumulated for each factory, service, adminis- 
trative, and selling department. These overhead 
costs, including administrative and selling ex- 
penses, are then allocated to productive depart- 
ments and an overhead rate computed for each 
productive department. This rate is used to apply 
overhead to jobs on the basis of direct labor hours. 
The result is that all costs and expenses incurred 
during any month are charged to the work-in- 
process accounts for the jobs. 

a. You are to compare this system, as it af- 
fects inventory valuation with the usual 
system for manufacturing business. 

b. You are to criticize the system as it affects 
inventory valuation and income determina- 
tion. 

c. You are to state any justification which 
you see for the use of the H Company’s sys- 
tem. 


November 1951 #5 


A manufacturing concern follows the practice 
of charging cost of direct materials and direct 
labor to work in process but charges off all in- 
direct costs (factory overhead) directly to prof- 
it and loss. State the effects of this procedure on 
the concern’s financial statements, and comment 
on the acceptability of the procedure for use in 
preparing financial statements. 


November 1952 #3 


Some manufacturing businesses identify or allo- 
cate al] manufacturing overhead to productive 
departments. An overhead rate then may be es- 
tablished for each productive department based 
on direct labor cost. Using this rate, overhead is 
then applied to jobs or products. 

Discuss the possible advantages and dis- 
advantages of the direct labor cost basis for ap- 
plying overhead to jobs or products as opposed 
to other commonly used bases for overhead dis- 
tribution, such as machine hours or cost of ma- 
terials used. 


May 1953 #4 


Exclusion of all overhead from inventory costs 
does not constitute an accepted accounting pro- 
cedure. On the other hand, inclusion of all ex- 
penses is also unacceptable. Somewhere between 
these two extremes is the area of accepted prac- 
tice. 

a. Name two broad classes of expense items 
which should be excluded from inventory 
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costs and explain why each should be ex- 
cluded. 

b. Give arguments for and against the propo- 
sition that all fixed overhead should be ex- 
cluded from inventory costs. Discuss fully. 


Overhead has been defined as the costs 
of materials and services not directly 
adding to or readily identifiable with the 
product or service constituting the main 
object of an operation. Other terms cover- 
ing the same concept are burden, manu- 
facturing or commercial expense, indirect 
cost, supplementary expense, and oncost. 

Since the overhead is not a direct cost 
of a product or service, it is generally 
accumulated in an account or series of 
accounts, and spread over the cost of the 
products or services produced in accord- 
ance with some type of planned formula. 
Some of the more common methods of 
charging overhead to the producing costs 
are as follows: 

. on the basis of direct labor hours expended 
. allocation to “cost centers” 

on the basis of volume of production 

on the basis of direct labor cost 

on the basis of machine hours 

. on the basis of quantity of materials used 

. on the basis of cost of materials used 


. on the basis of total costs of labor and ma- 
terial used 


An NACA Research study entitled 
“Assignment of Non-Manufacturing Costs 
for Managerial Decisions” and further 
identified as Research Series 19 says: 


“Indirect costs are collected as totals and sub- 
sequently are spread over the various units to be 
costed. Allocation as a costing process thus pro- 
ceeds by breaking down totals to arrive at sepa- 
rate unit costs in contrast with direct charging 
which classifies the costs at their source.” 


In order to allocate indirect costs it is 
necessary to select a basis of allocation 
which serves as a2 common denominator 
for the units to be costed. The cost is then 
divided among the various units in pro- 
portions based upon this common de- 
nominator. The reliability depends heav- 
ily upon the character of the allocations 


which have been made. In many cases 
indirect costs can be allocated to yield 
unit costs which are quite as reliable as 
those which could be obtained by direct 
charging. The conditions under which 
these results can be obtained is the avail- 
ability of a basis for allocating costs which 
is demonstrably correlated with the total 
cost to be allocated. Where allocations 
have been made on arbitrary bases, the 
resulting costs are also more or less arbi- 
trary according to the relative importance 
of arbitrarily allocated components. 

In actual practice, predetermined over- 
head rates are perhaps the most common 
form of applying overhead to products. In 
essence, what is known as an overhead cost 
budget is developed from a combination of 
previous actual experience and estimated 
conditions of the future. This amount as 
determined by the budget, is then divided 
by the common denominator used in that 
company (such as total direct labor hours) 
to determine an “overhead rate” which 
then becomes the standard rate at which 
overhead is allocated for the period. 

With the use of predetermined over- 
head rates, it becomes necessary to ac- 
cumulate the actual expenditures to com- 
pare with the overhead cost budget. The 
amount of factory overhead applied to 
jobs or products may be more or less than 
the amount of expense incurred during the 
period. The balance in this account set up 
for the accumulation of overhead costs 
will either be positive or negative, repre- 
senting an overapplication or vunder- 
application whichever the case might be. 
The nature of this balance, after proper 
analysis as to cause and responsibilities, 
quite often becomes an important guide- 
post to management in the predication of 
future decisions. In the main, overhead 
variances in such a system arise from 
either actual production volume or actual 
expense, and differ from the standard 
figures upon which the predetermined 
overhead rate was based. 
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The analysis made of the balance of this 
account, which may represent either an 
under-absorbed or over-absorbed condi- 
tion, must of course be disposed of at the 
end of an accounting period. Company 
policies may differ on this disposition due 
to their type of industry, past practice, 
or basic nature of the differences. Unab- 
sorbed balances are often treated as an 
additional cost of operation on the Income 
Statement for the accounting period. Over- 
absorbed balances are generally allocated 
between inventory and cost of goods sold. 

The problem created as to what over- 
head costs should be included in inven- 
tories has led to much discussion and many 
statistical surveys on the subject. It is 
interesting to note in the May 1953 Insti- 
tute examination that question #4 is 
worked in such a manner to indicate the 
more common trend in the matter of over- 
head in inventories. The question reads: 
“Exclusion of all overhead from inventory- 
costs does not constitute an accepted 
accounting procedure. On the other hand, 
inclusion of all expenses is also unaccept- 
able. Somewhere between these two ex- 
tremes is the area of accepted practice. 
Comment....” 

The policies of various companies differ 
widely in the matter of inclusion or exclu- 
sion of certain items of overhead in inven- 
tory, and in many cases antiquated con- 
cepts are still carried forward from pre- 
vious years due to the fact that a sudden 
changeover to another concept might 
create an abnormal tax burden for the 
year in which the change was effected. The 
policies range from a situation in which 
inventories are carried at prime cost to a 
situation in which all items except certain 
fixed expense apportionments are included 
in inventory overhead. The direct costing 
method (marginal costing) which charges 
inventory for direct labor, direct material, 
and all variable factory overhead is quite 
commonly accepted in actual practice. 
The fixed factory overhead becomes a 


charge to the period income statement. 
Research Bulletin #10 of the NACA en- 
titled ‘Cost included in Inventories” 
shows that the classification of overhead 
costs originating in activities on the bor- 
derline between manufacturing and non- 
manufacturing functions often reflects the 
placement of responsibility for control. 
Since plans of internal organization differ 
widely from company to company, cost 
classifications based upon areas of a man- 
agerial responsibility for costs produce 
equally varied results. 


APPLICATION OF OVERHEAD TO FIXED 
ASSETS 


Many of the same considerations appli- 
cable to a company’s policy in the matter of 
overhead in inventories are applicable to 
overhead included in the construction of 
fixed assets. For example, a question in the 
November, 1947 examination stated: 

In 1947 the Enterprise Electric Company 
built a new plant, chiefly with its own labor and 
under the direct supervision of its own engineers. 
Pursuant to instructions from the board of direc- 
tors, a percentage of direct labor costs incident 
to this project was included in the cost of the new 
plant, and credited to the salary accounts of the 
president, the general manager, and the control- 
ler, respectively. 

(a) Discuss briefly: the theoretical soundness 
of the procedure of including in the cost of 
construction any part of the salaries of 
such officials as are identified above. 

(b) Indicate on what basis, if at all, any portion 
of such salaries should be charged to the 
cost of the new plant. 


The Enterprise Electric Company problem 
poses a question of charging corporation 
officers’ time to the construction of a new 
building. The answer lies in the past prac- 
tice of the company in the matter of over- 
head allocation. If officers’ salaries have 
been a part of the variable expenses charge- 
able to manufacturing overhead, it would 
then follow that the respective charges for 
their time on the new asset would eventu- 
ally appear as part of its cost. If it has been 
their policy to consider officers’ salaries as 
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part of the fixed expenses not chargeable 
to manufacturing overhead, it would then 
be necessary to determine by some plaus- 
ible means the portion of their time which 
might be a direct charge to the new asset 
and the portion that would remain in the 
fixed expense category. 

The second CPA examination question 
which we have selected in this category is 
not primarily an overhead allocation prob- 
lem in the sense of the others under con- 
sideration, but more a decision as to the 
chargeability of certain expenses on the 
general books of the company. 


May 1948 #2 


During three-fourths of the month of August a 
power shovel was used in constructing an im- 
proved new road on property of a manufacturing 
company, giving direct access to its main plant, 
and for one-fourth of the month the shovel was 
used to clear the company’s old road of material 
that had fallen into it as a result of a storm and 
landslide. The old road must be used until the 
new one is completed in approximately a year. It 
is expected that the plant will be operated for not 
less than 20 years. 

State how the costs of operating the shovel 
should be charged: 

a. while the shovel was used on the old road; 

b. for the remainder of August 
Give reasons for your answers. 


In this problem, the costs of operating 
the shovel on the old road would become 
an expense item which may or may not 
become part of the variable manufacturing 
expense of the company, depending upon 
their internal policy. The time spent upon 
the construction of the new road would be 
capitalized as part of the cost, a new asset 
to be amortized over its useful life, 
which is indicated in the problem as 20 
years. 


SCRAP AND SPOILAGE TREATMENT 


In virtually every manufacturing proc- 
ess, a certain amount of scrap is created. 
The manufacturing process is charged with 
the entire amount of the material issued to 
it and in the event that there is any dollar 


salvage value to the scrap created, it is 
disposed of by an accounting treatment 
which must follow one of the following 
three methods: 


1. Credit the sales price to the material cost 
of the job on which the scrap originated. 

2. Credit the sales price to manufacturing 
expense (overhead). 

3. Credit the sales price as miscellaneous in- 
come. 


In all probability the most accurate and 
realistic treatment is to credit the material 
cost of the job on which the material was 
originally issued, but quite often this is 
not feasible in the physical segregation of 
the scrap itself in order to allocate to vari- 
ous jobs. 

Spoilage, on the other hand as distin- 
guishedjfrom scrap, can be defined as an 
imperfection in the product that cannot 
be corrected at some stage of the manu- 
facturing process and the accumulated cost 
of which product at that point is ascer- 
tainable. The disposal of spoiled units may 
or may not eventually end as a scrap sale 
and be treated as described in the fore- 
going paragraphs. Accounting for spoil- 
ages may be accounted for in either of the 
two following accepted methods: 


1. charged to the production order in process 
to increase unit cost of the pieces in process. 

2. charged to manufacturing expense and thus 
spread over the entire cost of production 
for the period. 


Two examples of accounting for scrap 
and spoilage have appeared in the exami- 
nations studied, and are presented here- 
with: 


November 1947 #6 


Your client, a furniture manufacturer, re- 
cently organized a department to make toys, 
utilizing therefor short lengths of expensive hard- 
woods, which were formerly disposed of as waste. 
In order to settle a dispute between your client’s 
chief accountant and the manager of the toy 
department, who feels his department should be 
charged nothing for this kind of material, you are 
requested to recommend a method of determining 


of 
to 
of 
he 
ny 
nd 
rs. 
nt 
he | 
- 
SS 
of 
of 
n 
n 
n 
e 
d 
r 
1 


700 The Accounting Reriew 


the amount, if any, at which the short lengths 
should be transferred from the furniture depart- 
ment to the toy department and to explain the 
reasons for your recommendation. 

Draft the body of a letter to comply with this 
request. 


May 1952 #3 


In manufacturing activities, a portion of the 
units placed in process are sometimes spoiled and 
become practically worthless. Discuss two ways in 
which the cost of such spoiled units could be 
treated in the accounts and describe the circum- 
stances under which each product might be used. 


COST ACCOUNTING PRINCIPLES IN THE 
MATTER OF ABNORMAL CHARGES 


The subject of overtime and the cor- 
rect charging in the manufacturing proc- 
esses has led to many discussions, partic- 
ularily in the matter of accounting for 
government contracts. 

Overtime can quite readily be sub- 
divided. “Regular overtime” arises from 
labor shortages or general business condi- 
tions, in which case it is extremely difficult 
to segregate equitably the overtime 
charges between one job and another. 
“Special overtime,” in contrast, would be 
that overtime arising from a rush order 
or unusual demands made for a particular 
order. Due to the impracticability of dis- 
tributing regular overtime to various jobs, 
such overtime is frequently charged to 
departmental overhead and subsequently 
spread over the cost of all orders. Special 
overtime, on the other hand, is directly 
attributed to a specific job and may be 
charged accordingly. 

The following problem appeared in the 
May 1949 exam on this subject: 


May 1949 #9 


Discuss briefly the relative merits of charging 
overtime premiums to individual production or- 
ders or including them in the departmental over- 
head. 


The November, 1947 exam sets forth a 
common problem of the automobile and 
other large unit producers: 


November 1947 #8 


A corporation which manufactures a product, 
new models of which are introduced annually, 
customarily shuts down the plant for two months 
each year for tooling and rearrangement of ma- 
chines and processes. 

Describe two methods by which the costs and 
expenses for the two shut-down months may 
properly be treated in the general accounts of the 
corporation. 


The question calls for two methods of 
handling the costs of the general shut- 
down. It would appear to this author, that 
two feasible methods might be as follows: 


(1) Inasmuch as this is a recurring cost each 
year, set up a “Model Development’ account 
and accumulate all costs each year. Those costs 
could then be divided over the number of units 
produced in the following year to. indicate a more 
realistic manufacturing cost, including the costs of 
tooling and development. 

(2) The other alternative would be to charge 
these costs to the income statement each year 
as a part of fixed expense. It would not seem that 
this would distort the statement appreciably in- 
asmuch as these costs are recurring each year 
with each new model. 


ANALYTICAL PROBLEM 


The following problems which appeared 
as #5 on the November, 1946 and #8 on 
the May, 1950 Theory of Accounts exams 
provide use for the theoretical knowledge 
we are expected to have of cost accounting 
as candidates for the CPA Examinations: 


May 1950 #8 


You have a client who operates a large retail 
self-service grocery store which has a full range 
of departments. The management has encoun- 
tered difficulty in using accounting dataas a basis 
for marketing methods, etc. List several overhead 
costs, or costs not applicable to a particular de- 
partment and explain how the existence of such 
costs (sometimes called common-costs or joint- 
costs) complicates and limits the use of account- 
ing data in making decisions in such a store. 


November 1950 #5 


During October and November, 1945 the 
plant superintendent of the ABC Products Com- 
pany (a subsidiary of the XYZ Manufacturing 
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Company, Inc.) reorganized the processes in one 
of his most important departments, chiefly by 
installing up-to-date machinery. As a result of 
such reorganization, the monthly production has 
been increased by 25 per cent as compared with 
corresponding periods of the previous year, but 
the ratio of factory overhead to direct labor in- 
creased from 25 per cent to approximately 41 per 
cent. 

The general manager of the parent company 
had forwarded to the president of the XYZ Manu- 
facturing Company, Inc., an official criticism of 
the plant superintendent and of the reorganization 
made by him. The criticism is based on the in- 
creased percentage of overhead to direct labor. 
The president has asked you to investigate the 
matter and report to him. You find the facts to be 
as follows: 


Data for the 3 months ended March 31 


Production Costs: 
Cost of direct mat’l used. 
Cost of direct labor... ... 


Cost of factory overhead... 


Accounting for inventories presents a 
myriad of acute problems and the account- 
ing profession as a whole has directed con- 
siderable thought to this area in recent 
years. Many separate studies and texts 
have been developed on this subject and 
your author would be assuming a great 
deal to do more than acknowledge the 
vastness of this particular field. 

We might say that the business world 
has become “inventory conscious’ during 
the past decade, judging to some extent, 
at least, by the vast amount of writings 
and studies we have mentioned. This has 
been accelerated also by the application of 


Value at sales price of fin. goods produced which were readily 


saleable......... 


The production process of the ABC Products 
Company is short and no consideration need be 
given to material in process. 

% Prepare a condensed summary and explana- 
tion such as you would include in your report, 
based on the foregoing figures, which will demon- 
strate the actual results accomplished by the 
plant superintendent’s reorganization. 


INVENTORIES 


An analysis of the seventeen CPA ex- 
aminations during the period from May, 
1945 through May, 1953 inclusive, reveals 
a total of eighteen questions on the subject 
of inventories. These questions can be fur- 
ther categorized into five groups: 


Type Number 
Definition and analysis of Lifo, Fifo, Base 
Stock, and lower of cost or market......... 
Retail Method of Pricing..................- z 
Application of Overhead to Manufacturing In- 
Charges other than cost to be included in raw 
materials inventoried... 


1945 1946 
% Sales Amounts Sales Amounts 
alue Value 
25% $112,450 27% $153,000 
50 225 ,000 29 164 ,000 
alienate 12.5 56,250 12 67 ,000 
100.0 450,000 100 562,000 


various methods of pricing inventory, in 
some instances directly attributable to 
Federal Income Tax legislation and in 
other cases accelerated by company policy 
in quest of a continuing desire for more 
correct cost. In the economic cycle, we 
cannot overlook the effect of a “leveling 
off” period when competition becomes 
keener and cost consciousness is more 
prevalent in the establishing and setting 
of selling prices. 

In conclusion, we would like again to 
emphasize the importance of Cost Ac- 
counting as a permanent phase of the 
Accounting profession. If any conclusion 
can be drawn from the table offered on 
page 1, it is that Cost Accounting is the 
most dominant phase of the entire field, 
and requires diligent study and continued 
effort in our ever-growing profession. 


uct, 

lly, 

ths 
ma- 
and 

ay 

the 
of 

ut- | 
hat 
Ws: 

ach 

unt 
osts 
nits 

ore 

s of 
rear 

hat 
ear 
red 

on 
ms 
lge 
ing 
ns: 
tail 
nge 
un- 

sis 

sad 
de- 
ich 
nt- 
nt- 
_ 

= 


702 The Accounting Review 


STATUTORY REQUIREMENTS AS TO FORM AND CONTENT 
OF EXECUTORS’ REPORTS TO COURTS 


Leon E. Hay 
Indiana University 


In the November, 1945, issue of the 
Journal of Accountancy, Emanuel Saxe 
described “An Improved Form of Sum- 
mary Statement for Fiduciaries.” In that 
article Dr. Saxe pointed out many de- 
ficiencies in the charge and discharge form 
of executors’ account in use in the Surro- 
gate’s Court of the County of New York. 
Although the charge and discharge state- 
ment has been presented to three genera- 
tions of accounting students by almost 
every text published in the United States 
in the last six decades as the “customary” 
form or the “most suitable” form of ex- 
ecutors’ report, Dr. Saxe is one of the few 
writers who has devoted any critical at- 
tention to it or to other forms of executors’ 
reports. 

The few writers who have done more 
then merely present a charge and dis- 
charge statement generally appear to be of 
two kinds: (1) Those concerned with the 
practices of the Surrogate’s Court of the 
County of New York or certain other juris- 
dictions in the eastern part of the United 
States, and (2) Those not concerned with 
legal requirements at all but merely with 
accounting techniques. The general appli- 
cability of the findings of the first group and 
the realism of the findings of the second 
group appear open to question. 

Every state has certain statutory pro- 
visions pertaining to reports of executors 
and administrators. Additionally, statutes 
are usually implemented by rules and or- 
ders of the courts of jurisdiction. No mat- 
ter how peculiar some of these legal 
restrictions may seem to an accountant 
and no matter how superior he may feel 
another form of report to be, he must 
prepare executor’s reports in the form 


required by the statutes and court of 
jurisdiction. Therefore, it does not appear 
reasonable that accounting texts should 
present the charge and discharge state- 
ment as the form unless it satisfies the re- 
quirements of the great majority of juris- 
dictions. Nor does it appear reasonable for 
texts to advocate forms deemed desirable 
from the accounting viewpoint but which 
can not be used in practice because of fail- 
ure to conform with legal restrictions. A 
more realistic approach for accounting 
texts would seem to be the presentation of 
a form (or forms) of executors’ report 
which would be acceptable not only from 
the accounting viewpoint but from the 
legal viewpoint. Accounting literature does 
not seem to contain any study of existing 
legal requirements concerning reports of 
executors and administrators. Indeed, it 
would be a tremendous task to attempt to 
compile and classify the requirements of 
all jurisdictions. It is also doubtful that 
such a study could ever be kept up to date 
because of the large number of jurisdic- 
tions and the changes in requirements that 
are constantly being made. Requirements 
of individual courts must, however, be 
consistent with the requirements estab- 
lished by the applicable state statute. A 
study of the statutory requirements of the 
forty-eight states, therefore, should in- 
dicate existing legal thinking as to the 
proper form and content of executor’s re- 
ports. This writer has made such a study; 
the results are discussed in the paragraphs 
below. The word “executor”’ is used for the 
sake of brevity to include administrator. 

Some state legislatures have seen fit to 
enact very specific and detailed require- 
ments as to the form and content of execu- 
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tors’ reports. Some have begged the issue 
entirely. And, as might be expected, others 
have ranged between the two extremes. 
For the purposes of this analysis the exist- 
ing state statutory requirements as to the 
form and content of accounting reports of 
executors are classified into six groups: (1) 
“No Description,” (2) “Receipts and Dis- 
bursements,” (3) “Inventory, Receipts 
and Disbursements,” (4) “Detailed,” (5) 
“Charge and Credit,” and (6) “Model 
Code.”’ 

The first group, ‘““No Description,” in- 
cludes all states whose statutes explicitly 
or implicitly leave to the probate courts 
the matter of specifying the form and con- 
tent of executors’ reports, as well as those 
states whose statutes contain no provisions 
as to the form and content of executors’ 
reports. There are fourteen states in this 
group: Alabama, Delaware, Kansas, Loui- 
siana, Maine, Maryland, Minnesota, Mis- 
souri, Nebraska, New Jersey, Pennsyl- 
vania, Rhode Island, Vermont, and 
Wyoming.! 

The second group, ‘‘Receipts and Dis- 
bursements,”’ also consists of fourteen 
states: Arizona, California, Colorado, 
Idaho, Montana, Nevada, New Hamp- 
shire, North Dakota, Oklahoma, Oregon, 
South Carolina, South Dakota, Utah, and 
West Virginia. The statutes of these states 
specifically require the executor to include 
in his report to the court information as 
to the receipts and disbursements of estate 
cash. Some states require this information 
to be itemized, presumably chronologi- 
cally; some states do not specify the form. 
Some states want only the receipts and 
disbursements, others leave the way open 
for the inclusion of other information. 

The statutes of twelve states require the 
executor to account for the estate assets, 

1 There is, of course, a large element of judgment in 
any such classification. Another researcher might 
classify certain states differently, but it is felt that any 


study would report a the same group 
totals as those reported here. 


as well as the receipts and disbursements 
of cash. In this category, called “‘Inven- 
tory, Receipts, and Disbursements,” are 
the states of Connecticut, Florida, Illinois, 
Iowa, Kentucky, Michigan, Mississippi, 
New Mexico, New York, North Carolina, 
Virginia, and Washington. It is interesting 
to note that the statutes of New York 
place it is this group. The view of certain 
authors referred to earlier might have led 
one to expect that the New York statutes 
would refer to the charge and discharge 
statement. The statutes, however, merely 
provide that the executor must attach to 
each report an affidavit which states that 
the account contains a “full and true state- 
ment of all his receipts and disbursements, 
and of all money and other property which 
have come to his hands, or have been re- 
ceived by another.’” 

A fourth group of states has statutory 
provisions relating to the form and con- 
tent of executors’ accountings which can 
most conveniently be labeled ‘‘Detailed.” 
There are only three of these states: 
Georgia, Ohio, and Texas. Georgia shows 
its English heritage by calling the court 
which has jurisdiction over such matters 
the Court of Ordinary. As for the require- 
ments in regard to executors’ annual 
accounts, Georgia might be classified with 
Arizona and the other states requiring 
only a list of receipts and disbursements.* 
However, if the administration lasts three 
years or more, the fiduciary may elect to 
file an “intermediate final accounting.” 
This consists of all the following informa- 
tion in addition to the data required in 
annual returns: Separate schedules of 
principal on hand at the beginning of the 
period and the status of its investment at 
that time, investments received from the 


2 Par. 264, Surrogate’s Court Act, Gilbert-Bliss Civil 
Practice of New York Annotated, 1 Book 13B (Third 
edition; New York: Balser, Voorhis and Company, 
1953). 

3 Par. 113-1415, Code of Georgia Annotated (Atlanta: 
The Harrison Company, 1951). 
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decedent and still held; additions to 
principal during the period, with date and 
sources of the additions; investments 
collected, and gain or loss thereon; invest- 
ments made during the period, with date, 
source, and cost of each; deductions from 
principal, with date and purpose of each; 
principal at the end of the period, how 
invested and the market value of each 
investment; separate schedules of income 
on hand at the beginning of the period, 
and in what form held; income received, 
when and what source; income paid, to 
whom and why; income held at the end 
of the period, and how invested; unpaid 
claims and why, including statement as to 
whether any estate or inheritance taxes 
have become due with regard to the estate 
property, and, if due, whether paid; also, 
a brief summary of the account, and such 
other facts as the Court may require.* 

The “Charge and Credit” group of 
states consists of Arkansas, Tennessee, and 
Wisconsin. These three are the only states 
whose statutory requirements as to the 
form and content of executors’ accountings 
are so worded as to suggest that the legis- 
lators expect an executor to prepare some- 
thing similar to a Charge and Discharge 
statement. For example, the Wisconsin 
statute provides that the executor shall 
“show by debit and credit in account form 
each item with which he is charged or for 
which he claims credit.’”® 

Massachusetts and Indiana are the only 
states whose statutory requirements place 
them in the sixth category, “Model 
Code.’ It appears useful, nevertheless, to 
have such a category because it is desirable 
to consider the provisions of the Model 


* Par. 113-1417, Code of Georgia Annotated (Atlanta: 
The Harrison Company, 1951). 

5 Par. 317.01, Wisconsin Statutes (Madison: State of 
Wisconsin, 1953). 

* Arkansas might have been classified with Massa- 
chusetts as approximating the provisions of the Model 
Code, but its legislators so modified the provisions of 
the Code that it seemed more appropriate to include 
Arkansas in the “Charge and Credit” group of states. 


Probate Code. This Code was promulgated 
in 1946 after a number of years of study 
by a committee of the American Bar 
Association. It evidently was patterned 
after the provisions of the Massachusetts 
statute insofar as the sections relating to 
the form and content of executors’ reports 
to the courts. 

The Code has been advanced as a model 
to be studied by the legislators of each 
state where the probate act is up for revi- 
sion. It provides, in its paragraph number 
175, that every executor and administrator 
must submit a verified account in which 
the period covered by the account is dis- 
tinctly stated. The account is to consist of 
three schedules: (1) one which shows the 
amount of the estate property according to 
the inventory, or the amount of the bal- 
lance of the prior account, and all income 
and other property received, and gains 
from sale of any property; (2) one which 
shows all payments, charges, losses, and 
distributions; (3) one which shows the 
property on hand constituting the balance 
of the account, if any, by reference to the 
inventory or otherwise. 

Also in the same paragraph of the 
Model Code is the provision that the per- 
sonal representative of the deceased should 
file with the court receipts for the disburse- 
ments made during the period covered by 
the report (most states now require such 
filing of receipts or vouchers), and the 
provision that the court may provide for 
an inspection of the balance of assets on 
hand at the date of the report. 

The provisions of the Model Probate 
Code may or may not be an indication of 
the trend that will be followed by states 
which revise their probate acts. Statutes 
now in effect generally are not in accord 
with the Model Code, nor do they indicate 
that the practices of the Surrogate’s Court 
of the County of New York, referred to in 
so many accounting texts, are followed in 
the country at large. The charge and dis- 
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charge statement is not required by the 
statutes of any state. Indeed, no state has 
any specific statutory requirements as to 
the form of the executors’ report. The 
statutes of eight states, the ones in the 
“Charge and Credit,” “Detailed,” and 
“Model Code” categories, do provide clues 
as to the form that shall be used. 

In contrast, most of the states set forth 
in their statutes some requirements as to 
the content of the executor’s report. The 
statutes of the majority of the states are 
very general in their wording and leave to 
each probate court, either explicitly or 
implicitly, the detailed prescription of the 
form and content of the reports to be sub- 
mitted to it. Courts, however, are not 
empowered to require less information 
than the statutes specify. 


CONCLUSIONS 


Certain genera] requirements as to the 
form and content of executors’ reports are 
common to the statutes of many states. 
Rather detailed information as to cash 
receipts and disbursements is required by 


the statutes of thirty-four states. Inven- 
tories of estate assets, and information as 
to the executors’ administration of those 
assets, are required by the statutes of 
twenty states and seem to be required in 
six other states whose statutes are worded 
in such general terms as to cause them to 
be classified in the “No Description” 
group. Court decisions in other states in- 
dicate that the practice of requiring de- 
tailed information as to receipts and dis- 
positions of cash and other assets is quite 
widespread.’ 

Forms of executors’ reports presented in 
accounting literature should comply with 
legal requirements common to most juris- 
dictions. However, legal requirements are 
not the only measure of the acceptability 
of an executors’ report. Such a report is an 
accounting statement and it should meet 
the standards established by the account- 
ing profession as well as those established 
by legislatures and courts. 

7 Statutes and court decisions referred to in this arti- 
cle were found in the annotated statutes of the Wills, 


Estates, and Trust Service, and various legal reporter 
services. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


Institute of Accountants and were presented as the second half of the C.P.A. 

Examination in accounting practice on May 19, 1955. The candidates were re- 
quired to solve problems 1, 2 and 3 and either problem 4 or problem 5. The total weight 
assigned to this section of the examination was 50 points and the examiners point out 
that the suggested time allowances for each problem are closely proportional to the point 
values of the various problems. 


Ts following problems were prepared by the Board of Examiners of the American 


Number 1 (Estimated time—50 to 70 minutes) 


You are engaged in an audit of the Cutlass Dress Manufacturing Corporation for the 
fiscal year ending April 30, 1955. The corporation hired a new bookkeeper on April 1, 
1955. Your review of accounts receivable disclosed the information given below. 

On April 1, 1955, Cutlass assigned the following trade accounts receivable to a finance 
company: A $1,000; B $1,500; C $2,000; D $2,500 and E $3,000. After deducting a 
finance fee of $150, the finance company remitted $6,850. The agreement with the 
finance company calls for interest of 1/30 of 1% per day on the uncollected balance of 
each assigned account for the period during which it is assigned and uncollected. The 
agreement also requires that Cutlass pay all accounts which the finance company does 
not collect within 10 days of the due date. Cutlass’ credit terms are net 30 days. The 
Cutlass bookkeeper made the following entry: 


On April 2, 1955, Cutlass shipped dresses on consignment to the Amelia Dress Shop 
and sent a memorandum billing of $4,000. The Cutlass bookkeeper made the following 
entry: 


On April 10, 1955, the finance company reported that it had collected in full from A 
and remitted an additional 20% ($200) on this account. The Cutlass bookkeeper made 
the following entry: 

On April 15, 1955, Amelia Dress Shop reported sales of one-fourth of the consigned 
dresses and remitted the proceeds less an agreed 10% commission. The Cutlass book- 
keeper made the following entry: 

On April 18, 1955, the finance company reported that B’s account was more than 10 
days overdue. Cutlass sent a check for $1,050 in payment of the account. The Cutlass 
bookkeeper made the following entry: 
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On April 20, 1955, the finance company collected in full from C and D and remitted 
$900 to Cutlass. The Cutlass bookkeeper made the following entry: 


On May 4, 1955, Cutlass received from Amelia Dress Shop a report dated April 30, 
1955. The report showed sales of an additional one-fourth of the consigned dresses, and 
a remittance was enclosed. The Cutlass bookkeeper made the following entry in the 
May cash receipts book: 


a. Set up a schedule showing how these transactions were recorded during April and how they should have been 
recorded. 

b. Prepare journal entries to record al] necessary adjustments prior to closing the books at April 30, 1955. 

c. Assuming that the Accounts receivable account on the Cutlass books showed a balance at April 30, 1955 of 
$30,000 before any adjustments, show how the Accounts receivable should be shown on the balance sheet which 
you would prepare as of that date. 


Number 2 (Estimated time—35 to 50 minutes) 


The Trumb Radio Corporation, a client, requests that you compute the appropriate 
balance for its Reserve for product warranty for a statement as of June 30, 1954. 

Using the data below, draw up a suitable working-paper schedule, including the 
proposed adjusting entry. Assume that proper recognition of costs for financial ac- 
counting will be allowed for income tax purposes. 

The Trumb Radio Corporation manufactures television tubes and sells them with a 
six-months’ guarantee under which defective tubes will be replaced without a charge. On 
December 31, 1953, the Reserve for product warranty had a balance of $510,000. By June 
30, 1954 this reserve had been reduced to $80,250 by charges for estimated net cost of 
tubes returned which had been sold in 1953. 

The company started out in 1954 expecting 8% of the dollar volume of sales to be re- 
turned. However, due to the introduction of new models during the year, this estimated 
percentage of returns was increased to 10% on May 1. It is assumed that no tubes sold 
during a given month are returned in that month. Each tube is stamped with a date at 
time of sale so that the warranty may be properly administered. The following table of 
percentages indicates the likely pattern of sales returns during the six-month period of 
the warranty, starting with the month following the sale of tubes. 


Fourth through sixth—10 per cent each month.................-.0eeeeeee 30 
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The company’s warranty also covers the payment of freight cost on defective tubes 
returned and on new tubes sent out as replacements. This freight cost runs approxi- 
mately 10% of the sales price of the tubes returned. The manufacturing cost of the tubes 
is roughly 80% of the sales price, and the salvage value of returned tubes averages 15% 
of their sales price. Returned tubes on hand at December 31, 1953, were thus valued in 
inventory at 15% of their original sales price. 


Number 3 (Estimated time—35 to 50 minutes) 


a. A fire at the Spillville plant of Domby Distilleries, Inc. completely destroyed a building on July 1, 1954. The 
company had insured the building against fire with two companies under the following three-year policies: 


Co-insurance Unexpired Premium Date of 

Company Face Clause 1/1/54 Expiration 
xX $ 80,000 80% $ 3800 8/31/54 
Y 120,000 80% 1,200 8/31/54 


An umpire set the insurable value at date of the fire at $260,000 and the loss at $255,000. In spite of this 
ruling, there proved to be no net salvage value recoverable from the building. The building was carried on 
the books of the corporation at a cost of $200,000 less accumulated depreciation charged to operations to date 
of fire of $40,000. 

(1) Compute the amount recoverable under each insurance policy and the total amount recoverable. You 
musi set forth the formula which you use in making your computation. 

(2) Compute the balance of the Fire loss account after such of the above data as affect it have been recorded. 
Label clearly the various elements entering into your computation. 

b. (1) State how each of the following is computed for a corporation when a portion or all of the proceeds re- 
ceived under policies covering property destroyed by fire and from salvage are re-invested in similar prop- 
erty, replacing that destroyed: 
(a) The portion of any gain on the transaction recognized for Federal income taxation purposes. ei 
(b) The cost basis of the new property for Federal income taxation purposes where a “gain” has resulted 

from the conversion. 
(c) The cost basis of the new property for accounting purposes where a “gain” has resulted from the con- 
version. 

(2) For each of the following cases, compute for the X Corporation the bases and taxable gain mentioned in 
(1)(a), (b) and (c) above. Assume that the X Corporation recovered a total of $150,000 as a result of de- 
struction of a building by fire. The book value of the building at date of fire amounted to $110,000 and 
is the appropriate basis for computation of total gain or loss for Federal income taxation purposes. The 
company exercises the election permitted under Sec. 1033, IRC 1954. 

(a) A new building was constructed at a total cost of $100,000. 
(b) A new building was constructed at a total cost of $140,000. 
(c) A new building was constructed at a total cost of $190,000. 


Number 4 (Estimated time—70 to 100 minutes) 


The A Company, engaged in production of heavy equipment, has applied factory 
overhead to its product on the basis of an average rate of 115% of direct labor cost. This 
rate, at the time it was established, was based on the following information as to ex- 
pected operations: 


At December 31, 1954, the end of the first accounting period, the records disclosed 
the following information: 
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The management is concerned with the fact that it failed to absorb overhead of 
$10,504 in the year’s operations. 


a. You are to discuss and criticize the system currently being used to absorb overhead. 

b. You are to prepare an explanation for management showing why the $10,504 underabsorption existed. You 
are to compute and show the effect of variation in direct labor rates and direct labor hours on the absorption 
of both fixed and variable overhead. Support your conclusions with computations and explanatory comments 
settin _ the significance of each item in the analysis. (Computations should be corrected to the nearest 
dollar. 


Number 5 (Estimated time—70 to 100 minutes) 


At December 31, 1949, the X Steel Company took a physical inventory of the Eureka- 
Bessemer grade iron ore at its East Works. The inventory represented a grade of ore 
which in the past had wide market fluctuations, but the company anticipated a steady 
rise in market prices in the succeeding years. This particular grade of ore had been 
stockpiled and not used by the company in the past, but with the installation of addi- 
tional equipment it was planned to use large quantities of this ore in the future. 

The December 31, 1949 physical inventory, valued at the lower of cost or market, 
consisted of 6,000 tons having a book value of $34,000. By reference to inventory rec- 
ords, it was established that the ore inventory of Eureka-Bessemer grade consisted of 
the following acquisitions: 


Year Tons Unit Value Amount 
3,000 5.00! 15,000! 
Sree 1,000 9.00 9,000 

6,000 $34,000 


1 The 1947 and 1948 purchases were made at a cost of $6 and $7 per ton, respectively, but were written down to 
market price at December 31, 1948. The market price increased rapidly early in 1949. 

On its federal income tax return for the year ended December 31, 1949, the X Steel 
Company elected to value its Eureka-Bessemer ore inventory at the East Works under 
the /ast-in, first-out method. 

During the years 1950 through 1954, the following transactions were recorded in the 
East Works Eureka-Bessemer iron ore account: 


Purchases Usage 

Year 
Tons Uniti Cost Amount Tons 
ee 6,000 $ 9.00 $ 54,000 5,500 
9,000 11.00 99 ,000 10,000 
6,000 12.00 72,000 16,500 
3,000 11.00! 33,000 2,000 


1 The market price of Eureka-Bessemer ore fell to $8.00 per ton by December 31, 1954. 


Y Company, a wholly-owned subsidiary of X Steel Company, had the identical grade 
of Eureka-Bessemer iron ore stored at its North Works and had valued its inventory 
since December 31, 1950 under the Jast-in, first-out method. A physical inventory taken 
at Y Company on December 31, 1952 showed 4,500 tons of Eureka-Bessemer grade ore 
on hand having a value of $52,000, composed of the following acquisitions: 


Year Tons Unit Cost Amount 
1,000 11.00 11,000 

4,5 $52,000 
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There was no usage of this ore at North Works during 1950, 1951 or 1952. Additional 
freight and handling costs accounted for the difference in costs between the North and 
East Works for comparable years. 

At December 31, 1952, the X Steel Company absorbed its wholly-owned subsidiary, 
Y Company. The X Steel Company obtained permission from the Treasury Department 
to merge this completely separate Lifo inventory of Y Company with the Lifo inventory 
of the parent as at December 31, 1952. 

The comptroller of the X Steel Company resigned during 1954. The accounting de- 
partment has been supervised jointly since that time by the sales manager and the head 
of the personnel department. After some disagreement with the general-ledger book- 
keeper as to how certain transactions should be handled, the board of directors has re- 
quested you as an independent public accountant to prepare a statement showing costs 
of Eureka-Bessemer grade ore used by the X Steel Company for the period 1949 through 
1954 and the value of the inventory at each year end since the adoption of the Lifo 
method. It has been agreed that you will use company figures as presented to you and 
that you will not conduct an audit. As the board may have some questions regarding 

your method of accounting for the costs of ore used and the inventory values, a brief, 
but clear, letter or memorandum should be prepared to accompany your calculations. 
This letter or memorandum should state in simple terms why you adopted certain pro- 
cedures, as well as any other points which you believe would increase the board’s under- 
standing of your statements. 


a. You are to prepare a statement of the costs of Eureka-Bessemer grade iron ore used for the period 1949 to 


1954 inclusive, with the value and composition of the inventory at December 31 of each year. (If and when 
necessary, limit all calculations to the nearest dollar.) 


b. You are to prepare a brief letter to accompany the cost and inventory statement, showing the methods used 
to make the calculations and any explanations you believe necessary to support your conclusions. 


The following solutions were prepared by Clifford T. Fay: 


Solution to Problem 1 


NDLCO MANTITBACTITRING CORPORATION 
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Solution to Problem 2 


THE TRUMB RADIO CORPORATION 
COMPUTATION OF RESERVE FOR PRODUCT WARRANTY 
JUNE 30, 1954 


Total % Sales 
Month Expected Returns Price 
Returns Remaining Returns 
January. . .. $288,000.00 10 $ 28,800.00 
February. . ... 264,000.00 20 52,800.00 
March....... . 328,000.00 30 98,400.00 
April a .. 228,000.00 50 114,000.00 
.. 200,000.00 80 160,000.00 
$634,000.00 
$412,100.00 


JOURNAL ENTRY 
To provide for estimated costs of replacing defective tubes sold to June 30, 1954. 


Solution to Problem 3 
(a-1) Formula for recovery 
Face of policies a 
80% of fair value *°"™ recovery (not to exceed face) 
_ 200,000 
(260,000) .8 


The amount of the claim is in excess of the face of the policies, therefore, there would be a claim of 
$80,000.00 on policy with X and $120,000.00 on policy with Y. 


X255 ,000.00=$245, 192.00 


Asset write-offs: 


Unexpired premiums: 


(b-1) (a) Taxpayer may elect to recognize gain on this involuntary conversion only to the extent that the 
amount realized exceeds the cost of replacing the property. 

(b) Cost basis of the new property is the actual price paid for new property less the amount of gain on the 
involuntary conversion on which tax is deferred. The gain is thus used to reduce the basis of the re- 
placement and tax payment is deferred until lower depreciation charges are made against subsequent 
years’ taxable income during the life of the asset. 


(b-2) X CORPORATION 
GAIN AND BASIS SCHEDULE , 
Gain to Be Basis of Property 
Recognised Tax Accounting 


Solution to Problem 4—Pari a 


1. In the application of a straight 115% of labor cost to cover all overhead items the system does not recognize 
the volume factor of overhead. The percentage application for variable expenses should remain constant at 
all volume levels whereas fixed cost absorption rate should decline at higher levels. The system ignores this 
factor and treats fixed expenses as variables. 

2. Direct labor dollar method of assigning overhead is generally easy to apply clerically and is a realistic method 
of applying costs of a nature that will vary with direct labor dollars. 

3. However, disadvantages of this method include: 

(a) Unless burden centers and wage rates are well defined and properly segregated, work done by highly paid 
operators will bear an unrealistic burden rate. 

(b) Rent, depreciation, taxes and other fixed costs represent long-term costs and their allocation to current 
periods should not be weighted with dollars. 7 

(c) Plant and machinery investment and hours are given no weight under this method and under certain 
conditions these factors are extremely important in the productive process. 
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$ 22,000 


$11.00 


2,000 


$ 34,100 


4,500 


1954 totals. . 
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Solution to Problem 5—Part b 
May 19, 1955 
Board of Directors 
X Steel Company 
Steel City, Ohio 


Gentlemen: 


We are enclosing a statement of Eureka-Bessemer inventories and cost of ore sold for calendar years 1949 to 
1954 inclusive computed on a “‘last-in-first-out” (lifo) Federal income tax basis. This statement has been prepared 
from information presented to us by Company personnel and no audit verification has been made of the quantities 


or unit costs. 

Principles and procedures used in the accompanying statement may be summarized as follows: 

1. Federal income tax basis of lifo does not recognize the accepted principle of inventory valuation of cost or 

market whichever is lower. Therefore, all figures are at cost without reductions to market price when market 

price was lower than cost. 
2. The opening inventory in the year of adoption is considered to be a base level and all tons and dollars on 
hand are pooled to provide the first level or base period irrespective of the year of acquisition. Therefore 
1947 and 1948 acquisitions on hand January 1, 1949 are grouped to provide the first base layer. 

3. In the year of the merger with the Y Co. the yearly levels of that company were added to and averaged with 
the yearly stocks of the X Stee] Company to arrive at the combined inventories in yearly layers by year of 
acquisition. 

Because the enclosed statements were prepared without audit verification no independent accountants’ opinion 

on the amounts of inventories or costs of ore sold is expressed nor was such an opinion contemplated in our engage- 


ment. 
Very truly yours, 


Certified Public Accountants 


ASSOCIATION NOTES 


E. Burt AUSTIN 


THE NETHERLANDS 


The 6th International Congress on Accounting 
will be held in The Netherlands at Amsterdam 
from June 10, through June 14, 1957. Details of 
the program will be mentioned later. 


CALIFORNIA 
Claremont Men’s College 


GEORGE GrBs recently received his Doctor of 
Philosophy Degree with a major in economics. 
GrpBs is a member of the State Board of Ac- 
countancy and maintains a private practice in 
Claremont. 


University of California at Los Angeles 


PAvuL KircHER has recently been promoted to 
the rank of Associate Professor. 

HowarbD NoBLE and wife have been traveling 
in Europe for several months. 


KANSAS 
University of Wichita 


FRANCIS JABARA and H. C. KRUEGER gave a 
10 week series of 15 minute talks over a local 
television station in early 1955 on the subject of 
the 1955 income tax forms and how to prepare 
them. 

The college cooperated with the Wichita 
Chapter of NACA in sponsoring the first Senior 
Career Day in March. 150 students were inter- 
viewed by representatives of 20 Wichita business 
firms desiring to hire seniors. Chairman for the 
day was W. F. Crum, who is also president of the 
Wichita Chapter of NACA. 


LOUISIANA 
Tulane University 


The 5th annual Tulane Tax Institute will be 
held November 16-19, at the St. Charles Hotel 
in New Orleans under the joint sponsorship of the 
Schools of Law and Business Administration. 
Approximately 30 nationally known general tax 
specialists, attorneys, CPAs, insurance and oil 
specialists, university law and business faculty 
members and government officials will serve as 
visiting lecturers for the three day institute. 


Louisiana Polytechnic Institute 


The 8th annual Louisiana Accounting Con- 
ference will be held on the campus October 26, 


through 28, 1955. The Monroe Chapter of the 
Louisiana Society of CPAs will hold its annual 
get-acquainted party in conjunction with the 
conference. 

MICHIGAN 
Wayne University 


James F. WALLIs continues his leave of ab- 
sence while working on his doctor’s degree at the 
University of Michigan. 

Harvey A. HeatH and BERNARD F. Ma- 
GRUDER are continuing on leave of absence to 
serve with the Detroit Division of the Renegoti- 
ation Board. 

Grorce R. HusBanp will serve as visiting 
professor at Istanbul University in Turkey and 
will render assistance in the Harvard Graduate 
School of Business’ Turkish Program. 


NEW YORE 
Long Island University 


The following faculty members are serving on 
special committees with the New York Society of 
CPAs: JosEpH H. Dworetsky, Committee on 
State Taxation; Hyman R. GoLpBERG, Com- 
mittee on Membership; LEo Scutoss, Committee 
on Members in the Field of Education; Pxitr 
Wo itzER, Committee on Admissions. 


City College of New York 
STANLEY B. Tuntcx was elected a vice-president 
of the New York Society of CPAs in May, 1955. 


SamuEL A. DycKMAN was appointed “new 
decisions editor” of the Journal of Taxaton. 


OHIO 
University of Dayton 
Rosert P. Bextine has resigned to take a 
position at Wichita University. 
K. LaurRENCE CHANG has resigned to take a 
position at Baldwin-Wallace. 


The Ohio State University 


The University was host in May to the 17th 
annual Institute on Accounting which featured a 
large number of outstanding accountants from 
professional practice and industry. 


PENNSYLVANIA 
University of Pittsburgh 
Recent appointments to the staff include 
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Mark A. Puivetic and GrtForD FRAZEE as in- 
structors. 

Harotp W. GREEN has resigned from the 
staff to take a position with Westinghouse Air- 
brake Company. 

RayMonD R. Orte has been promoted to 
assistant professor. 

C. L. Van SicKLE spoke on selection and de- 
velopment of executives in industry at the Army 
Company Management School at Fort Belvoir, 
Virginia. 

J. L. Rossert and L. A. WERBANETH have 


been appointed to the Education Committee of 
the Pennsylvania Institute of CPAs. 

Beta Alpha Psi, the national honorary pro- 
fessional accounting fraternity, has established a 
chapter here. 


VIRGINIA 


College of William and Mary 


Joun S. Qutnn has resigned to accept a posi- 
tion as budget officer of the University of Mary- 
land. 
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ArtTHuR M. Cannon, Editor 


Accounting 

GENERAL ACCOUNTING OFFICE, Federal Government Accounting...............2-2000seeees 

Murpny (editor), Readings in Accounting & Auditing.................. Robert L. Kane, Jr. 
BACKER (editor), Handbook of Modern Accounting Theory................ Maurice Moonitz 
Prem, Puncamental Accounting Principles. Robert E. Seiler 
Hecxert & WILLSON, Business Budgeting and Control................... Richard N. Owens 
LonomaN & Scuirr, Practical Distribution Cost Analysis............... Joseph M. Goodman 
Jacosson (editor), Conference on Training for Computing Machines............ Paul Kircher 
CONTROLLERSHIP FouNpDATION, Planning, Managing and Measuring Business. .H. C. Wilkinson 
Krown (editor), Australian Accountancy Progress..............0+eeeeeeeeees Fred T. Neely 

Auditing 
Economics 
BucHANAN & Etuis, Approaches to Economic Development............... Werner Z. Hirsch 
Finance 
Roger F. Murray 
Ca.xins, Cases and Problems in Investments......................005. Laurence A. Wright 
Taxes 

BREEDING & Burton, Taxation of Oil and Gas Income...................... Paul J. Graber 
Potter, Cutting Your Unemployment Taxes.......................44. Donald H. Skadden 
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Accounting 


Sixth Annual Progress Report Under the Joint Program 
to Improve Accounting in the Federal Government 
(Washington: Comptroller General of the United 
States, 1955, pp. 101). 


The program to modernize and simplify accounting 
in the Federal Government is based upon the concepts 
that the accounting of the Government should: (a) re- 
flect revenues and their sources, (b) show costs incurred 
by the Executive branch in carrying out responsibilities 
placed upon it by Congress, (c) supply a basis for esti- 
mating the cost of proposed activities, (d) furnish a 
yardstick to measure accomplishments against planned 
objectives, (e) safeguard public funds, and (f) clearly 
inform Congress and taxpayers regarding what happens 
to funds provided for Government activities. 

The Budget and Accounting Procedures Act of 1950 
was the first legislation enacted specifically to define 
the responsibilities for accounting, auditing and finan- 
cial reporting in the Government. It established agency 
responsibility for accounting and internal control, re- 
sponsibility of the Comptroller General to prescribe ac- 
counting systems, and responsibility of the Treasury 
Department for central accounting and financial re- 
porting. Related legislation, the Post Office Department 
Financial Control Act, also was enacted in 1950. The 
provisions of these Acts are being carried out under the 
joint leadership of the Comptroller General, the Secre- 
tary of the Treasury, and the Director of the Bureau of 
the Budget. This sixth annual report of progress was 
prepared by their staffs, together with representatives 
of the operating agencies participating in the program. 

The booklet is arranged in two parts, preceded by 
an introductory statement. The introduction presents 
background information concerning the nature and ob- 
jectives of the program. Part I describes the over-all 
efforts made during the calendar year 1954 to improve 
and simplify the Government’s vast and complex sys- 
tem of financial operations. Part IT provides a 79-page 
summary of progress achieved in 1954 through efforts of 
the individual agencies. This year the report includes 
also an appendix illustrating some of the broader prior- 
year achievements under the program, particularly 
those serving as a basis for continuing improvements in 
agency operations. 

Accounting in the Federal Government today is very 
different from that which existed at the close of World 
War II. Rigid agency accounting formerly existed pri- 
marily to service burdensome central fiscal require- 
ments. Flexible, multi-purpose systems of accounting and 
internal control now are being tailor-made to serve 
agency management needs. They also provide, in com- 
mon, a better basis for budget presentation and control 
and for “appropriate interlocking relationships with 
Government-wide accounting and financial reporting 
needs centering in the Treasury Department.” The 
General Accounting Office no longer is the account- 
keeper for the Government as a whole. Its auditing ap- 
proaches gradually are being converted from a central- 
ized detailed audit to an audit conducted at the site of 
operations. Prime responsibility for accounting has 


been shifted from the Comptroller General to the ad- 
ministrative agencies. The Post Office Department, 
which until 1950 did not even keep its own books, now 
is responsible for its own system of accounting and in- 
ternal control. Integrated budget patterns and account 
structures now provide a common basis for program 
planning, budget preparation, accounting and mana- 
gerial control, including realistic performance data in 
reports, as well as adequate support for budget presen- 
tations. These are only a few of the developments under 
the joint program. Improvements are being made in 
nearly every agency of the Government. 

It is difficult to measure the benefits resulting from 
improvements such as the production of timely and re- 
liable financial data which enable management to plan, 
direct and supervise operations more effectively and 
economically. Measurable savings, however, in both 
manpower and dollars, are proof of the progress being 
made in many directions. A few examples should serve 
to illustrate the nature and extent of these savings. 

The Department of Agriculture has consolidated five 
finance offices of the Farmers Home Administration into 
one office located in St. Louis, Missouri. The consolida- 
tion, together with simplified budgeting, accounting 
and reporting procedures, annually saves approximately 
$1,000,000 in personal service costs, $50,000 in tabulat- 
ing machine rental, and $65,000 in office space rental. 

In the Department of Defense, the Department of 
the Army saves $1,000,000 at locations operating under 
improved management controls provided by industrial 
funds and related accounting and cost control systems. 
Its Corps of Engineers, Civil Functions, by improved 
programming and accounting, reduced its civilian pay- 
roll costs $500,000 a year. Improvements in supply 
management control, Department of the Navy, dis- 
closed $1.9 billion in excess and obsolete stocks, of which 
$1.35 billion has been scheduled for disposal. 

By extending the direct deposit procedure initiated 
in 1953, the Post Office Department is saving over 
$2,500,000 annually. Effective August 1, 1954, a 
punched-card postal-savings certificate was adopted. 
Simultaneously, compound interest was established on 
the new certificates to reduce the traffic in postal- 
savings transactions. Estimated annual savings of 
$3,800,000 will result from the revised system. Progress 
in the program to convert to punched-card checks 
brought recurring savings under this program up to 
$500,000 yearly. 

Walter F. Frese, Director of the Accounting Systems 
Division General Accounting Office, together with his 
associates, should be congratulated upon the manner in 
which this sixth annual progress report is presented. 
The numerous illustrations clearly demonstrate the sub- 
stantial gains being made each year, in the vital project 
of improving governmental accounting. 

Only one unfavorable criticism can be advanced. 
The sentence structure is somewhat lengthy and cir- 
cuitous. Simpler words might be substituted for “im- 
plementation” and “promulgation.” “ ‘Federalese’ does 
not lend itself to reading ease.”” The reader should re- 
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member, however, that the report is addressed “To the 
Heads of Departments and Establishments.” No doubt 
the terms used have special meanings for those to whom 
the report is addressed. 

On the whole, the report presents an interesting, de- 
tailed, and encouraging account of the progress being 
made toward improved financial administration in the 
Federal Government. 

Maurice STANS 

HeEsTER ELLEN ErsB 

Certified Public Accountants 
Alexander Grant & Company 
Chicago 


Mary E. Murpny, editor, Selected Readings in Account- 
ing and Auditing (New York: Prentice-Hall, Inc., 
1954, pp. x, 431, $5.25). 


Selected Readings in Accounting and Auditing is di- 
vided into the following five parts: 

PartI: The Science of Accountancy 

Part II: Auditors’ Duties and Responsibilities 

Part III: Financial Statements 

Part IV: Consolidations, Mergers, and Holding 

Companies 

Part V: Specialized Accounting 

Part VI: Debatable Issues in Modern Accounting 

Part VII: A Vision of the Future of Accountancy. 


In addition to the articles included under each part, 
there is a supplementary bibliography relating to each. 
In making the selection of materials, the editor stated 
the intent was “‘to offer a wide range of viewpoints, for- 
eign as well as American, on important issues, many of 
them controversial, comprising modern practice, and to 
afford a review of professional trends in the past as well 
as some prophecy of the future.” 

Thirty-four articles or portions of publications have 
been included. There is a minimum of duplication and 
overlapping. While the criteria used in deciding on the 
general areas to be dealt with are not indicated in the 
book, the major portion of the material is devoted to 
the area sometimes described as “financial accounting” 
with only a relatively small amount of attention to the 
“managerial accounting” area. 

The selection of a limited number of articles from the 
great number that have appeared, even within the last 
fifteen years, would be a very difficult task for any stu- 
dent of accounting literature. In general, Miss Murphy 
has done an excellent job. Perhaps from the standpoint 
of the American student, the inclusion of certain of the 
articles from English publications may be of rather 
limited value, unless the reader is familiar with some of 
the differences between English and American termi- 
nology and practice. 

Examination of the articles indicates that they may 
have been chosen in considerable measure on the basis 
of their breadth of coverage. They deal with the broad 
considerations affecting the area rather than with spe- 
cific details. Clearly it was not the purpose of the editor 
to cover the details of accounting theory and procedures 
found in textbooks, but rather to provide supplemen- 
tary material which will produce a broader under- 


standing of current thinking and possible future devel- 
opments in the areas. For this reason, the reader who 
hopes to find specific answers to accounting questions or 
problems may be disappointed; but as a supplement to 
advanced accounting courses, or for the reader who 
wishes to broaden his understanding of accounting 
thinking, the collection should prove to be extremely 
valuable. Most of the articles are provocative and they 
are generally well written. They have been selected 
with discrimination and there is justification for the in- 
clusion of each one. 

The scope of the material included can be indicated 
by the fact that Part VI, on “Debatable Issues in Mod- 
ern Accounting” covers 134 pages and, with the excep- 
tion of the 90 pages on “‘Auditors’ Duties and Responsi- 
bilities,” takes about three times as much space as is 
devoted to any other section of the book. 

Rosert L. Kang, Jr. 
Educational Director 
American Institute of Accountants 


Morton BACKER, editor, Handbook of Modern Account- 
ing Theory (New York: Prentice-Hall, Inc., 1955, pp. 
ix, 620, $6.95). 


I propose that this book be given that fine Spanish 
phrase olla podriga as a title. This means “‘all sorts of 
things.”” Whatever the book may be, it certainly is not 
a “handbook.” While it deals in part with accounting 
theory, it also includes many topics far afield. Whether 
it is modern or not I cannot really determine; the dis- 
cussion ranges from the year 1340 to the present. I shall 
nevertheless comment favorably on the work of many 
of the individual contributors to this misbranded prod- 
uct. 

“The purpose of this book,” we are told in the pref- 
ace, “is to familiarize its readers with the major areas 
of controversy in accounting and to evaluate the rela- 
tive merits of related proposals which have received or 
deserve serious consideration.” The idea is to provide 
material by which students of accounting can become 
familiar with the “origin, development, and adequacy 
of conceptual doctrines.” To this end, the book presents 
20 chapters on 19 different topics, by as many different 
authors, plus an introductory statement by R. E. Wits- 
chey, a concluding essay on the future of accounting, 
by Maurice H. Stans, and an index. In all this material, 
I looked in vain for any systematic discussion of inter- 
est, investments, goodwill and intangibles generally, 
partnerships, or consolidated statements. It would 
seem improbable that a book of this size on accounting 
could avoid the topics indicated, but it has been done. 

As to the origin and development of conceptual doc- 
trines, the same pattern of incompleteness is evident. 
For example, I find no reference, favorable or otherwise, 
to the contributions of Sprague, Hatfield, or Kester. 
Perhaps the keynote of the volume was struck by 
Maurice Peloubet in Chapter 1 (Historical Background 
of Accounting) when he states that “the present study 
[Chapter 1] is to be limited to the effect of various social, 
economic, legal and financial factors and conditions on 
the practice of accounting . . . no connected history of 
the development of accounting theory as such will be 
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attempted.” Do not misunderstand me. I am not criti- 
cizing Peloubet; he has handled his topic, as delimited, 
in excellent fashion. My criticism is directed at the edi- 
tor and publishers for labeling this kind of material 
“accounting theory.” 

The extent to which the material presented wanders 
from the restricted confines of accounting theory is fur- 
ther indicated by the following comments: 

Chapter 3, on law and accounting, is a discussion of 
the interrelationships between the legal and accounting 
professions. Chapter 4, on the influence of administra- 
tive agencies on accounting, is restricted to the Ameri- 
can scene, is excellent on the historical level, but con- 
tains virtually no analysis. Chapter 5 is devoted to pro- 
fessional ethics in the practice of accounting. Chapter 6 
covers the education and training of accountants. Chap- 
ter 7, on the development of accounting principles by 
accounting societies, could have been on the target, but 
instead is merely a catalogue of the pronouncements of 
several professional societies. Chapter 15 on the trends 
in presentation of financial statements and reports is 
adequate on form and content, but never comes to grips 
with any theoretical issues. Chapter 16 deals with the 
development of auditing standards. Chapter 17 treats 
of the responsibilities of the internal auditor. Chapter 
19 presents a first-rate discussion of the accountant’s 
part in collective bargaining and labor relations gener- 
ally. Chapter 20 discusses historical trends in govern- 
mental] accounting, with virtually no analysis. 

Misrepresentation by the publishers reaches into the 
advertising matter as well. In the leaflet announcing the 
publication of the book, it is asserted that “all material 
in the text is original and of contemporary significance.” 
I have no quarrel with the assertion as to significance, 
but I refuse to swallow the flat statement on originality. 
The following evidence from the book itself indicates 
why: 

Chapter 4, on administrative agencies, “represents 
an expansion of the author’s [William Werntz] article 
in ‘A Symposium on the Interrelationship of Law and 
Accounting’ 36 Jowa Law Review 270 (1951).” 

Chapter 7, on statements of principles by accounting 
societies, ‘is based in part on a similarly entitled article 
by the author (Eric Kohler) appearing in Accounting 
Research IV (1953), 30 and is reproduced here by per- 
mission.” 

The author (Paul Garner) of Chapter 11 on inven- 
tories notes that “portions of this chapter have been 
abridged, by permission, from two volumes of the 
Heath Accounting Series.” 

Chapter 16, the development of auditing standards, 
is a verbatim reprint of “Tentative Statement of Audit- 
ing Standards: Their Generally Accepted Significance 
and Scope” published by the Committee on Auditing Pro- 
cedure of the American Institute of Accountants in 
1947. 

Now to the more pleasant task of commenting on 
the chapters which do discuss accounting theory. These 
comprise the central portion of the book, Chapters 8-14, 
inclusive, plus two other chapters. Chapter 2 on eco- 
nomics and accounting by John T. Wheeler is a good 
survey of a broad area. The discussion deals with im- 
portant problems throughout, and treats of most of the 


major theoretical issues in the field. Chapter 18 by 
Howard C. Greer on accounting and management is a 
swiftly moving panorama of the use of accounting as a 
“tool in the effective management of business enter- 
prise.” Effective management is conceived to be the 
obtaining of the largest possible ra/e of return to the 
owners of the business, the holders, usually, of the 
residual common stock equity. Greer speeds along al- 
most too fast to explore the terrain effectively. 

Morton Backer, the editor, doubles in brass in Chap- 
ter 8 on the determination and measurement of business 
income by accountants. The keynote of the chapter is 
appropriately sounded in the first sentence where we 
are told that “income is an important index of economic 
progress, and its determination is the principal ob- 
jective in accounting today.” The definitions employed 
mostly follow Paton. In general, Backer’s discussion 
starts out strongly, then bogs down; but still it does 
deal with theoretical issues. This chapter is marred by 
the misspelling of an author’s name (Stephen Gilman 
becomes Gillman, perhaps confused with the new coach 
of the Los Angeles Rams), and the quoting of secondary 
sources (e.g., a quotation from J. R. Hicks, footnoted 
to the Five Monographs on Business Income rather than 
to Value and Capital). 

L. J. Benninger covers cost and value concepts in 
Chapter 10. On balance, his discussion is good; when- 
ever it appears as though the material is off on a tan- 
gent, Benninger ties it back to basic problems. Paul 
Garner covers the valuation of inventories in the next 
chapter; he includes a brief history of cost accounting 
followed by an intermediate-leve] discussion of inven- 
tories, not arriving at any conclusions. 

The remaining three chapters of this middle group 
constitute the high-spots of the entire work, and include 
a discussion of fluctuating price Jevels in relation to ac- 
counts (Chapter 9) by Edward B. Wilcox, of asset cost 
and expiration (Chapter 12) by Carl T. Devine, and of 
corporate stock equities (Chapters 13 and 14) by 
William J. Vatter. Devine’s discussion is good, incisive 
analysis, marred only by a tendency to label a proposi- 
tion as “nonsense” when it is merely incomplete. De- 
spite the blemish, however, Devine’s chapter is excellent, 
not only by comparison with the other materials in this 
book but by comparison with the literature generally. 
Vatter makes a definite contribution to accounting 
theory in his two chapters, where he uses his fund 
theory as an incisive tool with which to analyze the 
“received” proprietary and entity theories. It is a con- 
tribution in the sense that it constitutes an extension of 
the fund theory into an area not previously treated at 
length. The second of his two chapters deals with “un- 
solved questions,” many of which are not really ques- 
tions or problems at all. Two aspects of Vatter’s 
methodology become clear in this connection, namely, 
his refusal to come to grips with the valuation problem 
(and hence his failure to be clear-cut and coherent 
when a problem he discusses is basically valuation and 
nothing else), and his unwillingness to accept the corol- 
laries which flow from the fact that privately owned and 
operated business enterprises conducted primarily for 
the benefit of the stockholders still dominate American 
business and accounting. But make no mistake. These 


vel. 

ho 

or 

to 

ho 
ing 
ely 

ey 

ed 

in- 

ed 
od- > 
ep- 
is 

ish 

of 
not 
ing 
her 
lis- 

all 

ny | 
od- 

ef- 

la- 

or 
ide 
me 
icy 

nts 

ent 

ts- 

g, 
ial, 

er- 

ly, 

ild 

ng 
ne. 

nt. 

se, 

er. 

by 

nd 
dy 

al, 
on 

of 

be 


| 
| 


722 The Accounting Review 


two chapters are first-rate theoretical discussions. 

The high point of the whole book, to me, was the 
chapter on price-level changes by Edward B. Wilcox. 
For Vatter or Devine to do a good piece of work in the 
field of theory is not news; it is less usual, however, for 
a past president of the American Institute of Account- 
ants and an active practitioner of the art to play the 
game of the professors and excel them. In less than 20 
pages, Wilcox weaves a well-reasoned analysis of the 
relationship of accounting to price-level changes and 
the historical forces giving rise to them. (I disagree with 
Wilcox’s conclusion, namely, that the effects of price- 
level changes should no¢ be incorporated into the finan- 
cial statements and reports.) 

Despite the undoubted excellence of some of the ma- 
terial contained in this book, poor organization, uneven 
quality, incomplete coverage and inept editing, coupled 
with misleading title and claims, are enough to sustain 
an adverse judgment. Perhaps the results of this project 
will serve as a warning to writers in the field of account- 
ing to be wary when a publisher or editor approaches 
them with a proposal to take part in a new adventure. 

Maurice Moonitz 
Professor of Accounting 
University of California at Berkeley 


Joun P. PoweEtson, Economic Accounting (New York: 
McGraw-Hill Book Company, Inc., 1955, pp. xii, 
500, $7.50). 


John P. Powelson’s Economic Accounting was written 
primarily for students of economics and the liberal arts 
who have had no previous accounting training. It is 
designed to combine and integrate instruction in private 
business accounting principles with instruction in social 
accounting. The book also offers a complete course in 
social accounting for students who have already had 
an introductory course in private business accounting 
principles. 

The procedures and techniques of instruction em- 
ployed by the author follow consistently from his basic 
convictions concerning the needs of the people for whom 
the book is designed. Students of economics and liberal 
arts do not need to learn “how to keep books,” and as 
a consequence special journals, ledger accounts, trial 
balances and related techniques are omitted completely. 

On the other hand, the author has a very firm con- 
viction that students of economics do have a special 
need for familiarity with accounting principles and ac- 
counting statements. Thus his book does deal from be- 
ginning to end with the basic entries (and their related 
underlying accounting principles) that affect accounting 
statements. These “accounting statements cover the 
entire field of economic analysis. Business accounts are 
useful in partial equilibrium studies, in which attention 
is focused on decisions made on the level of the firm. 
Students of corporation finance, security markets, busi- 
ness organization, labor relations, and government con- 
trol of business should consider a familiarity with ac- 
counting principles as part of their basic equipment. 
Statements of commercial and central banks and the 
flow-of-funds accounts provide the ingredients for 
studies of the nation’s monetary structure and the im- 


pact of fluctuations in money and credit on prices and 
other economic activity. The national product and re- 
lated accounts, including the balance of payments are 
necessary implements in Keynesian economics, with its 
emphasis on saving, investment, consumer expendi- 
tures, and above all on national income and product. 
Finally, by assigning values to the variables of which 
general equilibrium theory iscomposed, the input-output 
tables store a wealth of information applicable to eco- 
nomic studies over a very wide and practical range.” 
(p. 9) 

To acquire complete understanding of this text, the 
student must master the use of two basic accounting 
tools and techniques: (1) the analysis of transactions 
into their debit and credit elements (and—in the case of 
social accounting—quadruple entry), and (2) the as- 
sembly and manipulation of these debits and credits on 
work sheets. For the student who has no previous ac- 
counting training this is no easy task. The rules of debit 
and credit when applied to elimination entries, to in- 
come and product accounting, to flow-of-funds account- 
ing, and to balance-of-payments accounting very prob- 
ably will appear difficult and complicated to the neo- 
phyte. Likewise, the worksheet technique oftentimes is 
baffling. 

In the earlier chapters, the student is introduced to 
the accounting systems of persons (or households), sole- 
proprietorships (such as the country general store), 
trading corporations and manufacturing corporations 
in the order given. In each instance, a series of trans- 
actions is discussed in terms of the relevant and appli- 
cable accounting principles involved in their debit and 
credit analysis. After such discussion, financial state- 
ments are prepared for each entity. 

These financial statements are drawn up in three 
parallel series. In the first place, private business bal- 
ance sheets, profit and loss statements, and statements 
of sources and applications of funds are drawn up for 
each entity in the conventional manner. In the second 
series, the social accountant’s income and product ac- 
count emerges from a refashioning and rearrangement 
of the private business profit and loss account for each 
entity and the social accountant’s saving and invest- 
ment account results from a similar rearrangement of 
the private business comparative balance sheet for each 
entity. These are patterned after the income and prod- 
uct accounts and the savings and investment accounts 
prepared by the Department of Commerce and pub- 
lished for the country as a whole. The third series of 
statements depicts the flow-of-funds accounts for each 
entity patterned after the flow-of-funds accounting sys- 
tem currently being developed by the Federal Reserve 
Board. 

This side-by-side presentation of private business 
and social accounting statements for households and 
private business units enables the author to accomplish 
two objectives which are important from the point of 
view of teaching and instruction. It enables him to dis- 
cuss—at the earlier and simpler stages—the differences 
in concepts used by the business man and the econo- 
mist. In the second place, it paves the way for teaching 
social accounting through consolidated statements. Ag- 


, subs 
parts 
A 
syste 
Stat 
state 
and 
the 
T 
Ente 
Age 
se 
The 
tion 
and 
sma 
are 
ent: 
serit 
and 
the 
m 
c 
a 
c 
ti 
A 
a 
n 
g 
fc 


Book Reviews 723 


gregate statements, in other words, can be presented 
, subsequently as a consolidation of their component 
parts. 
A chapter dealing with statements of the monetary 
system follows the discussion of corporation accounting. 
Statements of condition of Federal Reserve Banks, 
statements of member bank reserves and related items, 
and consolidated condition statements of banks and 
the monetary system are prepared and discussed here. 
The above chapters complete Part I, Individual 
Enterprise Accounts, and pave the way for Part II, 
Aggregate Accounts. The latter is social accounting per 
se and the student approaches it from two directions 
The national income and product accounts and the na- 
tional saving and investment accounts are first taught 
and presented as consolidations of statements for the 
smaller and constituent units. These same statements 
are then developed through the medium of “aggregate 
entries.” In this, the student analyzes and records a 
series of transactions of business units, governments, 
and persons as if a national bookkeeping system existed. 
The remaining chapters can be best summarized in 
the words of the author, as follows: 


“The national income and product account is a 
focal point to which three other social accounting 
sytems—balance of payments, flow-of-funds ac- 
counts and input-output tables are related. The bal- 
ance of payments is an elaboration of one of the sub- 
sidiary accounts in the national product group (the 
rest-of-the-world account) which registers the extent 
to which domestic product is provided to foreigners 
and conversely the amount of foreign product ac- 
quired for domestic consumption or investment. The 
flow-of-funds accounts cover roughly the same trans- 
actions as the national product account, but they are 
viewed from a different perspective. All non- 
monetary transactions are eliminated, and purchases 
and sales of the national product are related to 
changes in holdings of money and money substitutes 
by different groups. Input-output tables are a verti- 
cal development of the national product account, in 
which the final product is treated as the end result of 
a series of technological and economic interrelation- 
ships among industries. They are a blueprint of the 
nation’s industrial structure with various industries 
related to each other like a pieced-together jigsaw 
puzzle.” (pp. 8, 9) 


The chapter on Input-Output Tables is the best treat- 
ment of the subject which this reviewer has seen and its 
value is greatly enhanced by the author’s admirable dis- 
cussion of their significance and usefulness in economic 
analysis. More of this type of discussion very profitably 
could have been injected in the chapters on The Na- 
tional Income and Product Account, Balance of Payments 
Accounting, and The Flow-of-Funds Accounts. In a field 
as new as social accounting, the beginning student 
needs to be informed and “sold” on the need and utility 
of financial statements for the economy to a much 
greater extent than in the case of financial statements 
for the private business unit. This motivation cannot 
be taken for granted. Also, the trail-blazing aspect of 


the book would have been more complete had a discus- 
sion of aggregate or national balance sheets been in- 
cluded. 

This book is an outstanding work and a pioneer in its 
field. As such, it fills a gaping void in accounting litera- 
ture. It should be required reading on the part of all 
graduate students in economics. 

Witson L. FARMAN 
Associate Professor of Economics 
Colgate University 


W. Fundamental Accounting Principles 
(Homewood, Illinois: Richard D. Irwin, Inc., 1955, 
pp. xvii, 808, price $6.00). 


This is a new text for elementary accounting courses 
at the college level. The approach is traditional: in the 
words of the author, a “realistic approach to the study of 
accounting that is as nearly self-teaching as possible.” 
The book is written in easily understood language which 
students with no previous business experience may 
readily follow, and in this respect it would be suitable 
for a basic course offered on either the freshman or 
sophomore level. The material has been arranged to 
fit well into either the quarter or semester system. The 
text bears a close resemblance, in both content and ar- 
rangement, to an established text that has been popu- 
lar for many years. 

The first half (Chapters 1-16) deals only with the 
basic elements of bookkeeping and the complete ac- 
counting cycle is presented very early. The general 
journal, general ledger, worksheet, periodic adjust- 
ments, statements, and closing procedures are intro- 
duced in the first six chapters, continuing throughout 
this discussion the use of a single-proprietorship, service- 
type business operation. The cycle is then expanded to 
include inventories and inventory adjustments in Chap- 
ter 7 and the use of special journals and ledgers in Chap- 
ters 9 and 10. The remainder of the first half of the text 
discusses accounting for cash, receivables, fixed assets, 
accrued and prepaid items, and the voucher system. 

The second half is composed of accounting for pay- 
rolls (2 chapters), partnerships (4 chapters), corpora- 
tions (4 chapters), departmental accounting (1 chap- 
ter), manufacturing and cost accounting (3 chapters), 
reciprocal accounts as used in factory and branch ac- 
counting (1 chapter), and the analysis and interpreta- 
tion of financial statements (1 chapter). 

The number, coverage, and scope of the problems is 
perhaps the most outstanding feature of the test. Each 
chapter (with the exception of 8 and 17) contains, in ad- 
dition to the usual problems, a number of questions for 
class discussion and several supplementary problems. 
Many of the chapters also contain a problem especially 
designed for class discussion. All problems are conven- 
iently placed at theend of the related chapter, and cover- 
age is quite adequate. The problems are long enough, 
but not so long as to cause “bogging down” in problem 
work. Workbooks are available for the student’s use in 
solving these problems. There are three practice sets, 
completely independent of the printed text, covering 
basic single-proprietorship, partnership, and manu- 
facturing accounting. A manual of objective tests and 
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suggested examination questions will also be available. 

The text is adequately illustrated with examples that 
are easily followed, with the exception that there are no 
script illustrations of the journals or ledgers. The text is 
primarily procedural in nature, as are most elementary 
texts, and does not stress the underlying theory. How- 
ever, a more serious criticism may be that the text 
neglects to a large extent the uses of accounting data, 
concentrating principally on the techniques of accumu- 
lating and reporting. 

There is some weakness in the arrangement of the 
text and the order in which the discussion progresses, 
particularly in the early chapters. This causes portions 
of the discussion to be repetitious and in some instances 
creates additional learning, or unlearning, problems. 
Adjusting entires, for example, are first discussed in 
Chapter 3, before either the general journal, worksheet, 
or revenue and expense accounts have been introduced. 
While this procedure acquaints the student early with 
the effects of periodic adjustments, other accounting 
techniques are at the same time made more difficult. 
Depreciation adjustments, among others, are made in 
these early chapters directly to the asset and capital ac- 
counts, necessitating later revision of the adjusting en- 
try to utilize the allowance and the expense accounts. 

There is also some inequality in the distribution of 
subject matter, resulting in chapters of varying diffi- 
culty. Two chapters are devoted entirely to background 
material, with very little if any accounting matter. 
Chapter 8 discusses business papers and procedures, and 
Chapter 17 discusses payroll legislation. Neither of these 
chapters contains problem work covering the material 
discussed. At the other extreme, at least one chapter 
contains some very difficult material usually relegated 
to Intermediate texts, the major part of Chapter 22 
dealing with installment liquidations of partnerships. 

These weaknesses in the progression and arrange- 
ment of material may prevent the text from being as 
“self-teaching” as the author indicates the book was de- 
signed to be. In summary, Fundamental Accounting 
Principles presents little that is new in first-year texts. 
It utilizes a simple, unpretentious vocabulary, effective 
typography, and a sound selection of problems. 

Rosert E. SEILER 
Assistant Professor 
University of Texas 


J. Brooxs HECKERT AND JAMES D. WILLsON, Business 
Budgeting and Control, Second edition (New York: 
The Ronald Press Company, 1955, pp. vi, 441, 
$6.75). 


This new edition of a well-known book presents an 
extensive treatment of the managerial aspects of the 
many activities of an enterprise as they relate to the 
different items of the profit and loss statement and the 
balance sheet. As the revenue and expense items are 
controllable only to the extent that responsibility can 
be placed upon certain persons within the organization, 
the discussion is also related to the organization chart 
and the responsibility of the various executives. 

The authors seem to accept the basic concept that 
control means action. They indicate early in the book 


that control involves four steps: set a standard of ac- 
complishment, compare the actual with the standard, 
find the causes of variance above and below the stand- 
ard, and take corrective action. These steps are con- 
sidered throughout the book as the various activities of 
a business enterprise are discussed. 

The authors state at various places throughout the 
book, that control is exercised through the budget by 
the operating executives only. The functions of the 
“controller” are in helping operating executives de- 
velop a plan, advising them, assisting in the preparation 
of the estimates, and preparing the appropriate reports. 
The controller is expected to serve principally as an 
accurate analyst and sympathetic counselor. He is a 
servant rather than a master or policeman of the line, 
In the formulation of the sales program, for example, 
the controller and the chief sales executive co-operate in 
the investigation of facts and the establishing of policies 
and objectives. In many cases the controller can do 
more than suggest the desirability of further investi- 
gation by the sales department (p. 77). Failure of the 
controller to observe this principle is sometimes the 
cause of the criticism that the controller has exceeded 
the proper limits of his authority. The same may be 
said of the preparation and execution of budgets in 
other areas, including production standards, labor costs, 
purchasing, manufacturing expenses, and general ex- 
penses. In all of these areas, it is obvious that a thor- 
ough knowledge of the managerial problems and tech- 
niques is necessary to the setting of budgetary stand- 
ards and the interpretation of the results. 

A desirable feature of the revised edition is the group- 
ing of the chapters into three parts. The first part, en- 
titled, “General Aspects of Business Budgeting and 
Control,” includes three chapters on business planning 
and control, the purpose of budgeting, and basic con- 
siderations in budgeting. The second part on the 
“Teaching of Budgeting and Control,” discusses and 
illustrates the preparation of the various budgets and 
shows the relation of each budget to the others. The 
third part, on “Top-Management and Administrative 
Aspects of Budgeting,” treats of control through the 
budget and methods of making the budget effective. 
Five chapters are included in this section. One of the 
chapters pertains to the human aspects of budgeting, a 
phase of the subject which has been emphasized by Chris 
Argyris. 

Readability has been much improved by better or- 
ganization and clarity of statement, and also by the sim- 
plification of many of the formulas and the use of 
descriptive words or phrases instead of symbols. Ques- 
tions and problems have been eliminated from the book, 
but are available in a separate volume. The book isa 
little difficult to read in some places because of the over- 
frequent use of lists of numbered items. 

This excellent revision will be welcomed by teachers, 
accounting officers, and other executives. 

RICHARD N. OWENS 
Professor of Business Administration 
The George Washington University 


Donatp R. LoncMAN and MICHAEL Scuirr, Practical 
Distribution Cost Analysis (Homewood, Illinois: 
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Richard D. Irwin, Inc., 1955, pp. xii, 443, price 

$6.00). 

This book is virtually a pioneer in the field of distri- 
bution cost accounting. Although the underlying theory 
parallels cost accounting for manufacturing operations, 
the authors do not rely on the reader’s previous cost 
knowledge but discuss fully all relevant cost concepts 
and procedures. As might be expected, however, the 
principal task has been to illustrate (1) methods of al- 
locating marketing costs to various marketing func- 
tions, and (2) methods of redistributing those costs to 
obtain net profits by products, by customers, and by 
units of sale. The text material is applied in a con- 
tinuing illustration of the problems of a grocery whole- 
saler. 

The main value of the book lies in the analysis of the 
bases for distributing marketing costs. The authors 
describe in detail the various types of marketing costs, 
their characteristics, and various methods of allocation. 
As in any distribution of costs, certain supporting func- 
tions are first allocated their share of costs and are then 
redistributed to operating cost centers. Procedures il- 
lustrated are in many instances as detailed as in manu- 
facturing cost accounting, but since the percentage of 
sales income absorbed by marketing costs is often far 
less than the percentage absorbed by the actual cost of 
the goods themselves, the accountant may well spend 
more time and money analyzing the marketing costs 
than is warranted by the value of the information thus 
obtained. The experienced accountant should be well 
aware of this, but the inexperienced reader should be 
cautioned to weigh the cost of deriving this information 
against its value to the business firm and its significance 
thereto. In this connection, Part IV presents some short- 
cut methods for achieving approximately the same re- 
sults more expeditiously, but this section deserves 
greater emphasis, 

One of the most valuable features of the book is the 
interpretation of the information derived from the cost 
analysis, the discussion of its significance to the business 
firm, and the mention of ways in which the marketing 
executives may then apply this information. Because of 
this feature, marketing personnel with minimal ac- 
counting knowledge should find the book readily under- 
standable. Accountants and accounting students will 
find so many analogies to manufacturing costs in the 
theory, procedures, working papers, and statements 
presented that they should be able to apply the con- 
cepts readily. 

The book is divided into five major parts. Part I 
(pp. 3-65) is a summary of accounting as a manage- 
ment tool and reviews basic concepts, techniques, and 
statements of financial and cost accounting. In the 
words of the authors, “These [chapters] are designed 
particularly for students and businessmen whose ac- 
quaintance with accounting terminology has been 
dulled or who have thought little of accounting as a 
management tool.” 

Part II (pp. 69-100) discusses the nature of distri- 
bution costs and reviews machine methods of tabulat- 
ing cost data. This section contains a comparison of dis- 
tribution and manufacturing overhead, discussion of 


the objectives of distribution costing, and classification 
of distribution costs. 

Part III (pp. 103-339) contains the essence of the 
subject. Here are illustrations of the cost accountants’ 
need for more detailed account breakdowns than the 
financial accountant often needs, the basic worksheet 
for expense distribution, and the bases for allocation of 
overhead to the various marketing functions. Methods 
of determining net profit by product, by customer, and 
/or by unit of sale are shown. Appropriate statements 
are illustrated and the results are effectively interpreted. 

In Part IV (pp. 343-379) is a case illustration of ab- 
breviated methods of distribution cost analysis suitable 
when the more extensive analyses set forth in Part IIT 
are impracticable. 

Part V (pp. 383-423) deals with distribution cost 
standards, and again this procedure parallels manu- 
facturing costing. The first chapter of this section con- 
tains a discussion of the setting of standards and illus- 
trates their application to a packing operation, a tran- 
scribing operation in a firm that uses a typing pool, and 
a warehousing operation including storing, packing, and 
shipping. Another chapter deals with analysis of stand- 
ardized operations. The final chapter is a discussion of 
the control of nonstandardized operations. 

A set of problems appears at the end of the book. 

JosePpH M. GoopMAN 
Department of Business 
Chicago City Junior College 


Arvip W. Jacosson, Proceedings of the First Conference 
on Training Personnel for the Computing Machine 
Field (Detroit: Wayne University Press, 1955, pp. 
104, price $5.00). 


The Wayne conference was held because present 
education for use of computers is inadequate. The elec- 
tronic computer is not merely another office tool. It is 
the central section of a larger “integrated data process- 
ing system,” which may affect all phases of information 
recording, processing, storing and reporting. Skilled per- 
sonnel for the development of the new systems are 
scarce. Programs to train more personnel are not ade- 
quate to meet the growing demand. 

The scope of the conference can best be indicated by 
listing the topics discussed, and the affiliations of the 
various speakers: 


1. Manpower Requirements in the Computer Field: 
Chairman, A. W. Jacobson, Wayne University 
Present and Projected Computer Manpower Needs 
In Business and Industry, M. E. Mengel, Bur- 
roughs Corporation 

Personnel Requirements in Government Agencies in 
Machine Computation, C. R. Gregg, United States 
Air Force 

Manpower Requirements by Computer Manufac- 
turers, G. T. Hunter, International Business 
Machines Corporation. 

2. Educational Programs: 

Chairman, W. H. Frater, General Motors Corpora- 
tion. 
Status of University Educational Programs Relative 
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to High Speed Computation, H. D. Huskey, Uni- 
versity of California, Berkeley 

Graduate Instruction and Research, K. E. Iverson, 
Harvard University 

Contributions of Industrial Training Courses in 
Computers, M. P. Chinitz, Remington Rand, Inc. 

Manpower Needs and Educational Programs, Panel, 
A.C. Hall, Chairman, Bendix Aviation Corpora- 
tion. 

3. Influence of Automatic Computers on Technical and 
General Education: 

Chairman, R. B. McNeill, The Rand Corporation 

The Impact of Automatic Computing Machines 
upon the Undergraduate Curriculum, Albert A. 
Bennett, Brown University 

The Educational Concept of Computers as a New 
Tool, C. W. Adams and F. M. Verzuh, Massa- 
chusetts Institute of Technology 

The Effect of Computers on the Training of Applied 
Mathematicians and Scientists, A. S. Householder, 
Oak Ridge Nationa] Laboratory 

The Need for Training and Research in Non- 

&. Computer Aspects of Digital Control Processes, 

” F. E. Hohn, Bell Telephone Laboratories 

Implications of Automatic Computation for High 
School Training, Manfred Kochen, Institute for 
Advanced Study 

The Influence of Computers on Education, Panei, 
J. P. Nash, Chairman, University of Illinois. 
4. Cooperative Efforts for Training and Research: 
Chairman, R. F. Kohr, Ford Motor Company 
Cooperation Between Industry and Educational In- 
stitutions, E. P. Little, Wayne University 

Cooperation Between the National Science Founda- 
tion and Educational Institutions for Mathemati- 
cal Research and Education, L. W. Cohen, Na- 
tional Science Foundation 

Summary of Conference Discussions and Proposals, 
Panel, F. J. Weyl Chairman, Office of Naval Re- 
search. 

5. Fifth Session, Presiding, E. S. Stephenson, Vice- 
President, The J. L. Hudson Company. Address, 
“A New Dimension in University Service,” 
David D. Henry, president, University of Ullinois. 


Despite the imposing list of topics, the reader who is 
seeking final answers may be somewhat disappointed. 
Most of the speakers confessed that they had no easy 
solutions to offer. 

A few quotations may give an indication of items of 
particular interest to accountants. 

Mengel, (p. 4) “. . . it may be fair to conclude that 
...Manpower requirements will multiply dramat- 
ically.” 

Hunter, “The development of these machines is re- 
sulting in even greater recognition of, and paying a 
greater premium for, the man who is above average in 
training and mental ability.” 

Iverson, “Especially in the field of accounting are we 
fully aware that this type of endeavor has no precedent 
on a graduate level. The need for constant research by 
the instructional staff is especially great in a new field 
which has little or no literature.” 


Chinitz, “It is quite possible to hand a mathema- 
tician the computer code and achieve useful results in a 
short time, but the accountant must be led by the hand 
through the computer maze and for a longer period of 
time.” 

McNeill, “Cost accounting has made vast strides in 
the past twenty years. However, theory is ahead of 
practice. ... Courses directed toward the integration 
of computer methods with cost accounting principles 
must be developed.” 

Aiken, “The salient point is that computing ma- 
chines as functional installations are showing themselves 
to be of broad versatility, cutting a wide swath across 
traditional lines of scientific and industrial activity. . . .” 

KIRcHER 
Associate Professor of Accounting 
University of California, Los Angeles 


CONTROLLERSHIP FouNDATION, INnc., Planning, Manag- 
ing and Measuring the Business (New York: Con- 
trollership Foundation, Inc., 1955, pp. 63, price 
$2.00). 

This report describes the way in which the General 
Electric Company has reorganized to meet its particu- 
lar objectives in the face of certain operating and en- 
vironmental problems. Although the objectives and 
problems form a combination peculiar to General Elec- 
tric, their organizational philosophy and their methods 
of planning, managing and measuring, have significance 
for business executives generally. 

The study combines six papers originally presented 
by a panel of General Electric executives for the annual 
conference of the Controllers Institute at Chicago in 
October, 1954. The first four presentations describe the 
organization of the company and the manner in which 
the various groups of activities function. The fifth out- 
lines the key measures used for evaluating performance, 
the guiding principles on which these measures are 
based, and the methods of reporting and appraising 
results. The sixth paper emphasizes the need for ex- 
amining business situations as problems of logic requir- 
ing analysis of all causal factors and the development of 
dynamic, rather than static, measures of their effects. 

The basic elements of General Electric’s new organi- 
zation are eighty autonomous product departments 
each with its own marketing, engineering, nanufactur- 
ing, finance, and relations divisions. The general mana- 
ger of such a department has full freedom and authority 
to act as he sees fit within the limits of company policy 
and is responsible to his superiors for results rather than 
means. Such decentralization of authority has been 
made necessary for two reasons: (1) the difficulty of 
replacing the heads of centralized functional depart- 
ments, indispensable “giants” who, having grown up 
with the company, knew its operations intimately; and 
(2) the necessity for enabling higher echelons of manage- 
ment to concentrate most of their time and energy on 
long range planning rather than on day to day opera- 
tions. Essential to such a plan is a clear definition of the 
scope and limits of each job, the careful selection and 
training of staff, and faith in the ability of those to 
whom authority is delegated, conditioned only by ap- 
praisal of their ultimate performance. 
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Performance is evaluated by measures in eight key 
areas. It is interesting to note that five of these are 
qualitative rather than quantitative expressions of 
results, although their compilation is the comptroller’s 
responsibility. The value of these measures in control- 
ling decentralized operations and in motivating individ- 
ual managers is demonstrated in the fifth paper. 

Centralized service departments are used mainly as 
“captive consultants” providing advice and specialist 
services in planning and operating problems at all levels, 
but only at the request of the manager responsible for 
performance. These service departments have two 
major responsibilities: to give service to operating di- 
visions now, and to make plans for developing their 
facilities, staff, and techniques so that they may give 
better service in the future. 

By separating long range planning from operating, 
by placing reliance on individuals rather than on com- 
mittees, by emphasizing research and evaluation, and 
by giving individuals scope within which to grow, the 
new organization as described should provide the com- 
pany with a flexible and fast-acting mechanism for 
adjusting to its dynamic environment. 

H. C. WILKINSON 
Assistant Professor of Commerce 
University of British Columbia 


K.C. Kzown, Compiler, Australian Accountancy Prog- 
ress (Sydney: Butterworth & Co., 1954, pp. xi, 404, 
price 47/6). 


The publishers of this excellent book could have 
chosen a more descriptive name. Part One consists of 
eight articles by four professors from Melbourne, three 
practicing accountants from Sydney and Adelaide, and 
one American. Part Two is devoted to machine account- 
ing. Part Three is made up of 129 abstracts from ac- 
counting literature. Twenty-nine are from The Account- 
ani (England). Twenty-five are reviews of articles in 
the two Australian Journals. Most of the others are of 
U.S. origin, eighteen from the ACCOUNTING REVIEW. The 
stated purpose of the volume is to give busy practi- 
tioners a way of keeping abreast of the writings of 
leaders of the profession in Australia and overseas. 

An article by Mary E. Murphy of Los Angeles, who 
visited Australia as a Fulbright scholar in 1953, gives 
an on-the-ground view of Australian accountancy by an 
American. She praised several noteworthy articles of 
1953 published in The Australian Accountant and The 
Chartered Accountant in Australia. Dr. Murphy ex- 
presses the view that current Australian literature does 
not reveal sufficient concentration by practitioners and 
scholars on advanced accounting theory. She men- 
tioned the heightened recognition of Australian ac- 
countancy through the papers delivered by Messrs. A. A. 
Fitzgerald, T. A. Hiley and C. F. Horley at the London 
Congress in 1952. The author referred to the increas- 
ingly serious drain of Australian ability to foreign lands 
and urged that Australian accounting societies do 
everything possible to recruit the ablest young men and 
women for the profession. 

The problems of inflation seem deeply imbedded in 
the consciousness of Australians. A. A. Fitzgerald, the 


first professor of accounting at the University of Mel- 
bourne, in his article refers to the question of whether 
changes in accounting are necessitated by large fluc- 
tuations in the purchasing power of money as the hottest 
controversy ever generated among accountants. He 
says that the best hope for reconciliation of views, 
which at present seem irreconcilable, seems to lie in ex- 
perimentation with supplementary statements, but he 
thinks that many years will be needed before the pro- 
fession will be disposed to accept any large measure of 
responsibility for their preparation and presentation. 
Louis Goldberg, the senior lecturer in accounting at the 
University of Melbourne, devotes his entire article to a 
discussion of depreciation and capital erosion due to the 
changing price level. He outlines a formula for handling 
the problem that would make big headlines in this coun- 
try if the United States Congress should ever consider 
it. The net profit of each business would be calculated 
on the basis of both historical and replacement cost. 
Income tax would be levied on the historical basis 
profit. The taxpayer would be credited with the differ- 
ence between this tax and one calculated on the basis of 
replacement cost. This fund would be available when 
the firm replaced the assets. 

One article is devoted to the May 14, 1953 tax con- 
vention between the United States and Australia and 
another to developments in company law. An article 
on company annual reports by E. S. Owens, chartered 
accountant of Sydney, brings an absorbing story to 
American readers as they see the “down under” tech- 
nique as a back drop to their own. The author empha- 
sizes the interest in asset value per share by asking about 
the date of purchase of assets, revaluations, replace- 
ment cost and depreciation policy. 

Mr. Owens notes that “In Australia there is still a 
large body of management opinion, fortunately growing 
smaller each year, which would like to keep shareholders 
and others in the dark as to their operations.” He re- 
ported that current figures available for public com- 
panies in Australia showed earnings on subscribed capi- 
tal of 15.8%. This was equal to 8.3% on the total of 
subscribed capital and plowed-back earnings. Dividends 
averaged 9.9% on subscribed capital which was 5.2% 
on book value. The writer observed that this was just 
better than bank interest. 

N. S. Young, a practicing accountant of Adelaide, 
observes that in some respects accounting practice has 
been noticeably shaped by the policies of the income tax 
law. He comments that management in the United 
States, in Great Britain and in Australia has pleaded 
for greater recognition of accounting concepts in de- 
termining taxable income. The book’s general editor, 
K. C. Keown, contributes an article on accounting prof- 
it and taxable income and discusses his view of the 
need for unification of the concepts. 

From the Illinois Certified Public Accountant, Pro- 
fessor A. C. Littleton discusses the education of C. P. A. 
candidates. He comments on the introduction of gradu- 
ate work into accounting education about halfway 
through the period of the last fifty years. He says that 
this is much better than squeezing non-accounting sub- 
jects out of the undergraduate course in order to allow 
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over-specialization in accounting subjects. “The Future 
of Accounting” by Maurice H. Stans also from the 
Illinois Certified Public Accountant, is quoted at length. 
Mr. Stans says that there could be between 150,000 and 
200,000 practicing certified public accountants by the end 
of this century and foresees continuance of the trend 
toward larger accounting firms. 

J. Kraayenhof, a past-president of the Netherlands 
Institute of Accountants, contrasts the tasks of the pro- 
fession in Great Britain, Germany, the Netherlands and 
the U. S. A. N. G. Lancaster, in a director’s point of 
view on management accounting, says that “where 
reasonably steady volumes of output exist, full budge- 
tary control may well be the best way of controlling ex- 
penditure and encouraging and bringing about even 
higher achievements.” H. Dugdale stresses the im- 
portance of an achievable sales budget from which he 
said all remaining budget stems. From The Chartered 


Accountant in Australia, R. A. Irish writes that, “Aus. 
tralian auditing practice has traditionally followed Eng. 
lish practice rather than American.” 

Lorn McLean, then presicient of the Canadian Insti- 
tute of Chartered Accountants, quoted a report from 
Mr. George McDonald of Montreal that of approxi- 
mately 5,400 chartered accountants in Canada in 1951, 
3,100 were in public practice and 2,300 in administra- 
tive practice. The report showed that in 1951, the num- 
ber of C. A’s in administrative practice had risen from 
31% to 43% since 1935, while those in public practice 
were dropping from 69% to 57%. 

In the development of this volume, the editors have 
made an interesting and helpful contribution to general 
accounting literature. 

Frep T. NEELY 
Certified Public Accountant 
Greenwood, Mississippi 


Auditing 


R. K. Mautz, Fundamentals of Auditing (New York: 
John Wiley & Sons, Inc., 1954, pp. x, 406, $6.00). 
This text is specifically designed to be used, as the 

author emphasizes, for a first or elementary under- 
graduate course in auditing. It is primarily devoted to 
an explanation and illustration of basic elements and 
not to the needs of advanced students and practitioners. 
Detailed explanations are to a large extent avoided, and 
there are few references to organizations, books, and 
other material to which readers may refer for further 
explanation and analysis. The author states that in a 
first course principles are more important than details, 
and that the book therefore presents “the purpose, the 
requirements, and the basic techniques of auditing to- 
gether with sufficient application to the major problem 
areas of verification to permit development of an ‘audit- 
ing attitude’ without stifling the beginning student with 
unnecessary and burdensome detail.” 

The first six of the nineteen chapters deal with the 
nature and purpose of auditing, a discussion of the sig- 
nificance and purpose of various types of audit evidence, 
how the evidence is obtained through nine basic audit 
techniques, audit work papers, review of interna] con- 
trol, and the purposes and development of audit pro- 
grams. The next eight chapters (7-14) cover the prepa- 
ration of specific programs and the application of tech- 
niques and procedures to the verification and analysis 
of cash receivables and sales transactions, inventories, 
investments, fixed and other assets, liabilities, net 
worth, and income and expense accounts. For most of 
these there is included a description of the purposes of 
verification. In the next chapter (15), there is an ex- 
planation of those internal control features to be re- 
viewed by the auditor in conjunction with the develop- 
ment of audit programs, particularly for the transac- 
tions and accounts covered in the preceding eight chap- 
ters. Chapter 16 covers the completion of work papers 
and the audit review necessary before writing the re- 
port. Report writing is covered in chapter 19, 

Chapters 17 and 18 are devoted to the subjects of 
“Internal Auditing” and “Independent Auditing.” The 


author points out that the basic verification techniques 
and their application described in the earlier chapters 
provide an introduction to both internal and indepen- 
dent audit. He contrasts the two fields, describes each 
and notes the greater emphasis given by internal audi- 
tors to operating procedures, policies and practices and 
to serving management. There are descriptions of the 
need for cooperation between the two types of auditors, 
and of the contribution which efficient internal audit 
can make to the internal control which the independent 
auditor must review. The inclusion of the chapter on 
internal auditing is an excellent feature of the text. 

Problems and questions are included at the end of 
each chapter. These include a large number from the 
American Institute of Accountants’ CPA examinations 
supplemented by original material to round out what 
appears to be a set of questions and problems well in- 
tegrated with the text material. There is also included 
in the book a case problem on the audit of a corporation 
engaged in the manufacture and sale of bottled soft 
drinks. This case is short but well organized to provide 
for the application of many of the principles and tech- 
niques discussed in the text. It includes the preparation 
of an audit program, the review of internal controls, and 
the preparation of reports. 

The brief treatment of some subjects undoubtedly 
reflects the author’s intention to provide the beginner 
with a knowledge of audit fundamentals within the 
framework of his courses in accounting and business ad- 
ministration. Consistent with this approach the author 
generally has avoided excursions into accounting theory 
and practices. It should, of course, not be necessary in a 
course dealing with the fundamentals of auditing to 
duplicate the content of other accounting courses on 
matters such as methods of depreciation and different 
bases of pricing inventories. It does seem, however, that 
in some cases there could well have been additional ma- 
terial in the interest of correlation. For example, in the 
chapter on “Verification of Inventories” reference is 
made to the acceptability of the use of either cost or the 
lower of cost or market, to the application of these 
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pases, and to the review of the pricing method used to 
evaluate its adequacy. It would have seemed appropri- 
ate at this point to deal briefly with the implications of 
the use of LIFO, FIFO, and other methods. In the ma- 
terial on fixed assets there could have been additional 
discussion of matters such as valuation practices. In 
another area, the discussions of testing and sampling, 
there is no specific reference to the application of statis- 
tical techniques in determining the characteristics and 
types of samples. Developments in this field are current 
and appear to be of such significance that the student 
skould be made aware of them even in a beginning 
course. 
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The text is well organized and the discussions of each 
subject are clear and concise. The author’s simple and 
direct style of writing contributes substantially to his 
objective of providing the beginning student with a 
readily understandable explanation of the nature of 
auditing and the essentials of verification. The training 
in fundamentals lays a good foundation for developing 
broader applications in other courses and in auditing 
practice. Viewed in that perspective, the text makes a 
real contribution to the available teaching material. 

WALTER F. FRESE 
Director, Accounting Systems Division 
U. S. General Accounting Office 


Economics 


Norman S. BucHANAN AND Howarp S. ELLs, Ap- 
proaches to Economic Development (New York: The 
Twentieth Century Fund, 1955, pp. xx, 494, $5.00). 


The recent emphasis on the problems of under- 
developed economies stems from the increasing proxim- 
ity between the nations of the world, and the natural 
desire for rapid economic development in the backward 
countries themselves. Having only recently achieved 
political independence, they are confronted with urgent 
problems of economic security and sufficiency. 

Much has been written about economic develop- 
ment. Approaches to Economic Development, however, 
stands out almost as an encyclopedia of the subject. 
The book is subdivided into three main parts which are 
well fitted together. In part one the authors take an 
analytical view of the economic development problem. 
In view of the incessant intermingling of economic, 
social and political factors, the latter often dominating, 
only a piecemeal use of analytical tools appears pos- 
sible at present. Perhaps the most perplexing problem 
here is the production/population growth cycle. The 
authors are moderately pessimistic about the possibility 
of breaking this cycle, which feeds population growth, 
foreboding population explosions, and preventing a rise 
in the standard of living. 

Part two is a masterpiece of economic history. In 
about one hundred pages of very lucid writing, the 
authors provide the reader with a ring-side view of 
eighteenth, nineteenth and twentieth century England, 
Continental Europe, Japan and the U.S.S.R. Economic 
development in all these countries meant moving parts 
of the population from farms to cities, and yet the 
now smaller farm population produced more food and 
fibers than before. 

In eighteenth century England the spontaneous in- 
troduction of improved agricultural practices sparked 
the country’s development. What had happened in 
England repeated itself all over Europe. The sparks 
that started economic development in Japan and the 
U.S.S.R. were not of the spontaneous nature. They were 
planned and planted. In Japan it was the planned in- 
crease in the application of fertilizers and the dissemi- 
nation of improved farming methods that furnished the 
impetus and raised farm output by nearly 70 per cent 
between 1881 and 1920. The imposition of heavy money 


taxes forced peasants to market their produce and to 
send their children to city factories. The collectivization 
of agriculture started the development of modern 
Russia. It made possible the mechanization which in 
turn increased food production so that the rising indus- 
trial population of the cities could be fed. 

Part three examines the possible means to advance 
economic development. In what way can the farm sec- 
tor make its greatest contribution? What types of com- 
merce and industry are likely to be most appropriate? 
How can development be financed? What trade pattern 
between nations is to be sought? These are the four 
main questions in the heart of the book. 

To increase both productivity and production of the 
farm sector, the authors subscribe to what might be 
called a natural, evolutionary approach. The introduc- 
tion of simple improvements in techniques and equip- 
ment, reforms in the land tenure, and credit systems are 
stressed. About the same approach is advocated also 
for industry. The first step is to sponsor village indus- 
tries which do not require unduly large funds yet utilize 
manpower where it is already available. Only when 
these possibilities are exhausted large scale industries 
should be built, with the emphasis on those that serve 
agriculture and local] industry. 

As to the financing of economic development, the 
authors offer some very sound advice. Most of the funds 
should be raised within the country. To achieve this 
objective the state must help create an environment 
conducive to private saving and rapid capital forma- 
tion. It must avoid inflation and all the rest of the short- 
cuts which in the long-run will prove detrimental to 
the influx of foreign private investment. In the same 
vein, they favor keeping international trade channels 
open. 

Finally the stake of the United States in successful 
development abroad is brought into focus. Few would 
disagree that the United States can best discharge her 
responsibilities by continuing technical aid and small 
scale contributions of funds, as well as by helping create 
an expanding system of international trade based on 
comparative prices and profits. 

This reviewer finds himself in the pleasant position 
of wholeheartedly agreeing with the conclusions of the 
study and admiring the professional craftsmanship 
that went into it. He would like to offer one suggestion. 
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Approaches to Economic Development deals with issues 
that are of utmost importance to the United States. 
These 500 meticulously footnoted pages of scholarly 
writing, constituting the most authoritative treatment 
of the problem available so far, will no doubt be read 
by many economists. Yet the general public is not well 
informed on the problem of economic development and 
the stake this country has in it. It would be well worth- 
while to incorporate the ideas of this book into a smaller 
presentation for the lay public, so that the authors could 
share their ideas with the maximum number of people. 

WERNER Z. Hirscu 

Assistant Professor of Economics 

Washington University, St. Louis 


Maurice W. LEE, Economic Fluctuations (Homewood, 
Illinois: Richard D. Irwin, Inc., 1955, pp. xviii, 633, 
$6.00). 


Dean Lee’s book is thorough in its coverage of just 
about every aspect of its field of business cycles and 
economic fluctuations. It is well-written and for the 
most part presented in an interesting manner. It should 
make an excellent, comprehensive text for the mature 
student who is well grounded in basic economics. 

The book begins with a study of the nature, charac- 
teristics and interrelation of cyclical, seasonal and secu- 
lar fluctuations, with the most emphasis, of course, on 
the business cycle. The next section carefully describes 
the history of economic fluctuations in this country 
since 1800, with an analysis of each turning point in the 
swing of the cycle in an attempt to show the factors in 
the economy which contributed to that change of direc- 
tion. The author then describes the use of the gross and 
net national product and the national income accounts 
in business cycle analysis. He sees them as useful in 
measuring the fluctuations, locating trouble spots, 
planning corrective action, forecasting the future per- 
formance of the economy, and in developing and testing 
business cycle theories. 

The next section is a thorough examination of busi- 
ness cycle theory, from its origins in Adam Smith and 
Ricardo, through the contributions made by the nine- 
teenth century classical economists, down to a keen 
analysis of the ideas of Keynes. It shows the relation- 
ship between cycle theory and employment theory, and 
savings, investment, income and consumption. The 
recent theories of Schumpeter, Metzler, Harrod and 
Hicks are also described. 

The following section deals with the attempts to 
stabilize the economy, by means of fiscal and monetary 
policies and direct controls of prices and wages, alloca- 
tion, rationing and the like. The difficulties of finding 
the level at which to stabilize, and of recognizing 
whether the economy is heading toward a minor adjust- 
ment or a serious deflation or inflation, are well pointed 
out. 

The next section on economic forecasting, rather 
than being the heart of such a book, is quite short and 
if anything tends to de-emphasize this aspect of the 
subject. It covers solely forecasting for the economy as 
a whole, rather than for individual firms, and shows the 
use of the national income accounts and lead-lag tech- 


niques in this regard. The chapter emphasizes that we 
not only know a great deal more about forecasting than 
we did a few years ago, but that we also know a great 
deal more about the limitations of forecasting as well, 

The final section of the book deals with the inter- 
national aspects of economic fluctuations. It shows how 
cycles can be transmitted from country to country, 
gives some history and theory on the international 
phases of cycles and finally describes several institutions 
for effecting international stability. 

The most interesting part of the book undoubtedly 
is its excellent treatment of the subject of economic 
stabilization. The author points out that neither fiscal 
nor monetary policy were exercised to produce stability 
in this country prior to 1951, but that a test of mone- 
tary-fiscal policy as a brake on cyclical upswing was 
successfully carried out from 1951 to 1953. He shows 
that direct controls are expensive and relatively in- 
effective, and should be used as a last resort to cover the 
special areas not controllable through monetary and 
fiscal measures. These latter general controls, he says, 
must firmly be brought into action first, and must be 
the principal weapons of any stabilization program. The 
great difficulty in applying them, however, is the ques- 
tion of timing. 

The least effective section of the book, to any reader 
but the serious, advanced student of economics, is that 
on cycle theory. The author asserts the book is designed 
to meet equally well the needs of both economics ma- 
jors and business administration majors. But this re- 
viewer doubts if students in the latter group will follow 
the author through his exposition on savings and invest- 
ment, the multiplier effect and the acceleration prin- 
ciple, for instance; especially since these lean rather 
heavily on complicated mathematical formulas, charts 
and tables, which are generally the tools of advanced 
economics. The author states at one point that the gen- 
eral principles involved in much of his theoretical dis- 
cussion are presumably well understood and that he 
may therefore dispense with all but the briefest sort of 
introduction to the subject. This reviewer believes this 
to be a mistake, and that the book wil] lose most of its 
readers who are not advanced students of economics 
before they are half-way through the important section 
on cycle theory. 

The work was written as a textbook, and as such, 
except for the difficulties the student might meet up 
with in the section on theory, it is excellent. The book 
was not especially intended for general reading. Yet the 
businessman or accountant will find it interesting, in- 
formative and well worth his perusal. If he seeks the 
solution to the fluctuations of his own business firm or 
industry, he will not find it here. But if he wants a thor- 
ough analytical treatment of the characteristics, his- 
tory, causes, and possible means of forecasting and com- 
batting the fluctuations of the economy as a whole, he 
might indeed find the answers to many of his questions 
in this book. 

I. Smion 
Assistant Professor of Economics 
Rutgers University 
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Finance 


Cuarzes P. Curtis, The Modern Prudent Investor: How 
to Invest Trust Funds (Philadelphia: American Law 
Institute, December 1954, pp. viii, 130, price $2.50). 


The Committee on Continuing Legal Education of 
the American Law Institute was fortunate in its selec- 
tion of Mr. Charles P. Curtis of the Boston Bar for this 
monograph. Writing as an active trustee and investor, 
as well as an experienced attorney, Mr. Curtis under- 
takes the difficult assignment of interpreting for 1955 
the “prudent man” concept first clearly enunciated by 
Judge Putnam in the celebrated Massachusetts case of 
Harvard College v. Amory, 1839. His success is attribut- 
able to the clearing away of most of the legalistic under- 
brush so that it is possible to concentrate on the es- 
sentials. Quite properly Mr. Curtis has established care, 
skill, and caution as the principal attributes of the 
present day paragon of fiduciaries. In the process, we 
are reminded that the problems associated with the 
care of other people’s money always seem different to 
each generation, yet they are essentially as old and 
familiar as the function of trusteeship itself. 

But the author does not dwell upon abstractions to 
the exclusion of the practical problems of selecting 
specific securities for specific trust funds. Close to one- 
half of this volume, in fact, is devoted to techniques to 
help the individual trustee do a thoughtful, intelligent 
investment job. Particularly helpful is the discussion of 
how to obtain good, disinterested advice and how to use 
it to the best advantage. 

The most debatable section of the book is that which 
deals with what should be done to cope with the declin- 
ing value of money. Mr. Curtis seems to be on solid 
ground when he advocates that the realities of the situa- 
tion be clearly recognized in the trust instrument. For 
example, the granting of the broadest possible invest- 
ment powers to the trustee may be supplemented bya 
direction that the trustee “strive to increase the princi- 
pal and its future income, not merely to preserve the 
principal and the amount and regularity of current 
income.” 

Less impressive, by far, are the arguments presented 
in support of a provision that realized capital gains (net 
of applicable taxes) be distributed to the life benefi- 
ciaries in the discretion of the trustee. The record of 
leading investment trusts in supplementing ordinary in- 
come by capital gain distributions is cited in support of 
this approach to a difficult problem. 

It is the firm opinion of this reviewer that his pro- 
posal has no advantages and some disadvantages in 
comparison with the granting of a broad discretionary 
power to the trustee to distribute principal to the bene- 
ficiaries in the light of the circumstances which may de- 
velop over a period of years. If capital gains are realized 
solely on the basis of investment considerations, a bet- 
ter job will be done than if the needs of the beneficiary 
are made a factor in the decision. 

The last two years produced an 80% advance in the 
general level of stock prices while the cost of living 
showed virtually no change. This should remind us that 
there may be no synchronization between the move- 


ments of stock prices and living costs for extended pe- 
riods of time. Moreover, there is a strong case for re- 
taining gains, whether or not realized, for the purpose 
of building up capital as the best hope of being able to 
cope with inflationary tendencies. In short, this is one 
of the problems that should be left with the trustee 
under a grant of discretionary authority to match the 
confidence expressed in his appointment. The trustee 
should be relied upon to exercise this discretion on the 
basis of the beneficiary's needs rather than unrelated 
and frequently capricious changes in stock prices. 

Although written for the practicing Jawyer who is 
acting either as a trustee or as an attorney for trustees, 
this book will be of interest to a wider audience. In fact, 
anyone interested in trust funds as grantor, trustee or 
beneficiary, will benefit from Mr. Curtis’ very knowl- 
edgeable discussion. Furthermore, he will enjoy the re- 
freshing and stimulating style of the presentation. 

RocER F, Murray 
Vice President 
Bankers Trust Company 
New York 


Francis J. CALkrins, Cases and Problems in Investments 
(New York: Prentice-Hall, Inc. 1955, pp. xii, 268, 
price $3.50). 


This is the first book devoted exclusively to case and 
problem material in investments, and is a welcome ad- 
dition to the literature of finance. While each instructor 
will use the cases in accordance with the organization of 
his own course, the author has designated appropriate 
problems to be used in conjunction with specific chapter 
assignments in twelve standard investment texts. In 
addition there are a number of short readings taken 
principally from The Analysts Journal, The Journal of 
Commerce and Moody’s which are of considerable inter- 
est in themselves. 

The volume is divided topically as follows: (1) ter- 
minology and description, (2) mechanics of the stock 
market, (3) risks in investment, (4) investment policies 
for individuals and institutions, and (5) security analy- 
sis. The author notes that “more emphasis has been 
placed on questions of investment policy and decision 
and on security analysis than on the more definitive 
phases of the field. . . .” 

Certain topics relating to the field have been omitted: 
investment banking, United States securities, and the 
effects of taxation upon investment management and 
policy. While the first topic is more properly included 
in other areas of finance, the latter topics are among the 
most fundamental in the field of investments, and to 
this reviewer their omission represents a rather serious 
defect. 

Each of the 85 individual assignments is prefaced by 
a statement of the general problem and is followed by a 
series of questions based on the material. Generally the 
assignments are of the problem type, and are capable of 
being answered on the basis of the existing material 
without recourse to other sources, although a few genu- 
ine cases have been included. 
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The problems and cases vary in length and com- 
plexity as is usual in case or problem books. However, 
the wide range of material within each general topic 
means that the volume may be used profitably in in- 
vestment courses at both the undergraduate and gradu- 
ate levels. 

The quality of the cases and problems is generally 
satisfactory, although in some instances the questions 
do not get at the crux of the problem. To this extent 
the questions provide only a guide to further explora- 
tion of the problems rather than a comprehensive treat- 
ment of the material. In the section on security analy- 
sis, in which the author includes alternative methods of 
analyzing securities of the same class, the cases fail to 
show how these different methods can be evaluated. 
This of course can be remedied by classroom discussion 
of different techniques. 

The volume is worthy of consideration as an auxiliary 
to survey courses in investments and security analysis. 
A teacher’s manual accompanies the text. 

LAURENCE A. WRIGHT 
Acting Assistant Professor of Finance 
University of Washington 


Herman S. Hetrincer, Financial Public Relations for 
the Business Corporation (New York: Harper and 
Brothers, 1954, pp. xvii, 203, $3.50). 


This is one of a series of public relations books pub- 
lished by Harper and edited by Rex F. Harlow. The 
field of financial public relations, although relatively 
new, is becoming increasingly important in the area of 
corporate management, in part brought about by in- 
creased corporate competition for the investor’s dollar. 

In his preface the author states that the primary ob- 
jective of a financial public relations program “‘is to pro- 
vide share owners and the financial community with 
pertinent factual information regarding a company’s 
activities, financial situation, industry position, pros- 
pects, and similar matters ...so that the corporation 
may be properly appraised as an investment in com- 
parison with those of other enterprises.” The financial 
community is described as including investment bank- 
ing firms, brokerage houses, investment trusts and in- 
vestment counselors. Because the material covered by 
this book is limited to a specialized area of corporate 
public relations, the book cannot be expected to have a 
broad clientele of readers. In describing the current cor- 
porate picture the author concedes that in relation to 
the tremendous number of business enterprises in the 
United States today, the number of corporations for 
which a financial public relations program would be 
practical is comparatively limited. 

A relatively short time ago the annual corporate 
financial report was considered to be all that was re- 
quired in the way of financial public relations. This 
assumption is becoming obsolete and although the an- 
nual financial report is still considered to be an essential 
summary, it has been described by the author as one of 


many available tools which are useful in conducting an 
effective financial public relations program. In describ. 
ing materials and devices which have proven effective 
in such programs, the author includes the following 
items: 


1. The annual report, including a highlight page, the 
president’s letter, balance sheet, income state- 
ment, notes to financial statements, auditor’s let- 
ter, and other data. 

2. Interim financial reports, presenting quarterly 
sales, earnings and related data. 

3. Special bulletins, describing matters such as the 
receipt of new orders, introduction of new prod- 
ucts and similar subjects. 

4. A basic brochure, describing the company, its 
products, industry position, past financial record 
and other related items. 


For the most part, the author has avoided generali- 
ties. Much of the book consists of specific information 
concerning the manner in which a program should be 
conducted. 

The author has presented his subject in an orderly 
manner and has increased the effectiveness of his pres- 
entation by drawing liberally upon reliable sources for 
statistical data and upon various business associates for 
comments and suggestions. Chapter III, for example, 
includes some highly interesting and significant data 
relative to present and potential investors in corporate 
stock. Chapters VI and VII include a rather compre- 
hensive discussion of the recommended content, presen- 
tation and use of the corporate annual report. 

Chapter X includes a discussion of various materials 
that can be used effectively by a corporation in develop- 
ing favorable relations with its stockholders. Included 
in these materials are such items as letters to new stock- 
holders, dividend inserts, stockholder news letters, 
house organs and reports of annua! meetings. 

Chapters XI and XII describe the available media 
for financial publicity including the daily press, finan- 
cial and commercial dailies, business periodicals, finan- 
cial sections of weekly news magazines, general news 
services, the Dow-Jones ticker service and other media. 
This is followed, in Chapter XIII, by a practical dis- 
cussion of equal importance concerning what should be 
included in financial releases, how and when to present 
the information and the manner in which releases should 
be channeled in order to secure the best chance of being 
released. In this chapter, as well as in many other sec- 
tions throughout the book, the author’s appraisal of 
procedures is both frank and precise. 

The author believes that as an element of a success- 
ful financial relations program, the maintaining of per- 
sonal contact with the financial community is a highly 
important factor. 

W. J. PENNINGTON 
Comptroller 
The Seattle Times 
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Crark W. A. Gorpon Burton, Taxa- 
tion of Oil and Gas Income (New York: Prentice- 
Hall, Inc., 1954, pp. xii, 340, price $12.00). 


Breeding and Burton’s work deals with “the prin- 
ciples in the field of income taxation that control trans- 
actions common to the oil and gas producer.” Those 
principles are not ordinarily covered in general studies 
of income taxes. As the authors state: “The federal tax 
concept of income from the exploration, development, 
and production phases of the oil and gas industry bears 
little resemblance to the usual! concept of income from a 
business, accounting or legal standpoint. In a large 
measure the dissimilarity arises from the nature of the 
industry itself, from its operating practices, and from 
the specialized terminology used in the industry.” 

Many of the unique characteristics, practices, and 
terms of the oil industry are revealed in the authors’ 
coverage of their subject. In broad outline, that cover- 
age includes: 


Chapter [I—Kinds of Property Interests (royalties, 
working interests, net profit interests, overriding 
royalties, carried interests, etc.) 

Chapters III and VII—Conveyances (leases, sub- 
leases, sales, exchanges, oil payments, farm outs) 

Chapter VII1I—Ownership and Operation (commis- 
sions, lease bonuses, delay rentals, bottom-hole 
contributions, take or pay contracts, carried in- 
terests) 

Chapter 1X—Geological and Geophysical Costs 

Chapter X—Intangible Drilling and Development 
Costs 

Chapter XI—Depletion 

Chapter XII—The Property Unit 

Chapters XIII-XV—Enterprises (coownerships, 
partnerships, associations taxable as corporations, 
unitization agreements) 

Chapter X VI—Special Problems 

Chapter XVII—Canadian Income Taxes (the rules 
so far developed for the taxation of income from 
oil and gas production in Canada). 


The authors use brief examples to illustrate many of 
the situations involved. They show forms for use in pre- 
paring schedules that may be filed with the tax return 
of a taxpayer claiming a depletion deduction. They dis- 
cuss possibilities for tax minimization in such areas as 
leases and subleases, sales and exchanges, Section 270, 
personal holding companies, and oi] payments. They 
review the historical development of rules and policies 
relating to exploration and intangible drilling and devel- 
opment cost. They note the unsettled areas in situations 
involving sharing arrangements and carried interests. 

In an appendix, articles and sections of U. S. Treas- 
ury Regulations, the 1939 and 1954 Internal Revenue 
Codes, Canadian Statutes, Income Tax Acts and Regu- 
lations, and the cases cited are cross referenced to spe- 
cific paragraphs of the authors’ work. 

As partners in the firm of Peat, Marwick, Mitchell 
and Co.. Mr. Breeding (Dallas) and Mr. Burton (Cal- 
gary) are in a good position to write authoritatively on 


the tax problems of oi] men. Their book will be useful 
for the person who wants a general knowledge of the 
pattern of Federal taxes on oil and gas income. It will 
be useful also in defining a starting point and suggesting 
approaches to the person seeking a solution to a specific 
tax problem of an oil producer. 
The Breeding and Burton work also is published in 
a paper bound “school edition.” That less expensive 
volume should be a valuable supplemental text for 
those students in “tax” courses who are interested in 
the production phase of the petroleum industry. 
Paut J. GRABER 
Professor of Accounting 
University of Tulsa 


Witrarp F. Srantey, New Rapid Tax Depreciation 
(New York: Prentice-Hall, Inc., 1955, pp. vi, 153, 
$15.00). 


The provisions in the tax code permitting “rapid de- 
preciation” through the sum-of-the-digits or the declin- 
ing balance methods (200% of the straight line) are the 
basis for this book. The author has developed a compre- 
hensive analysis of the advantages of using one or the 
other. He considers virtually every aspect of the problem 
and concludes that it would be a rare case indeed if a 
business did not ultimately benefit from “rapid deprecia- 
tion.” The book contains a great number of cases, tables 
and charts which are both interesting and useful. The 
style is good although there is much repetition. 

The author first decides that the Congressional in- 
tent underlying the new depreciation methods was to 
provide an incentive for business to maintain a high 
level of investment in plant and equipment. After some 
consideration, the conclusion is reached that these 
provisions were intended to be more or less permanent 
and that the Internal Revenue Service will interpret 
the code provisions accordingly. 

In view of this, the author believes that there are 
three major advantages in rapid depreciation: 

1. Financial assistance: The additional depreciation 
in the early life of the asset will result in a greater 
retention of funds, interest free, which could be 
used to finance the cost of expansion and modern- 
ization. 

2. Economic benefit: The idea here is that the busi- 
ness would have the free use of the tax money 
saved for the average period of the deferral. 

3. Tax savings: This would arise if the property were 
depreciated to a point where the periodic depreci- 
ation falls below the straight line rate and a sale 
or other disposition were then made, resulting 
in capital gain treatment. 

An excellent discussion of each of these factors is 
developed together with a fine analysis of the accounting 
problems involved in view of A.I.A. Bulletin 43 and the 
position of the S.E.C. 

In addition to these three primary advantages, the 
author further analyzes the effect of rapid depreciation 
on dividend policies, inflation, improper accumulations 
of surplus, market prices of shares, state income taxes, 
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and rate problems of regulated companies. It is interest- 
ing to note how skillfully the author justifies his con- 
clusion that “everybody wins.” 

In an effort to present the other side, some basic 
objections are raised. Among them are the uncertainty 
of what Congress and the Internal Revenue Service 
may do; the necessity for “two sets of books”; the 
thought that this is a deferral only; possible increased 
tax rates in the future; and changes in future interest 
rates. Each objection is raised, analyzed and discarded 
as not being significant or valid. The basic conclusion in 
this respect can be summed up by the author’s state- 
ment, “It takes a rather unlikely combination of un- 
favorable circumstances to make adoption of rapid 
depreciation seem inadvisable.” 

The subject is timely and important and the treat- 
ment by the author is excellent. Although there is ob- 
viously room for difference of opinion as to the conclu- 
sions reached, this is nevertheless a book well worth 
reading. 

Jerome J. KEsSELMAN 
Professor of Accounting 
University of Denver 


RIcHARD J. Potrer, Cutting Your Unemployment Taxes 
(New York: Prentice-Hall, Inc., 1954, Pp. 87, 
$10.00). 


The average businessman seems to view unemploy- 
ment compensation as a necessary evil about which he 
can do very little. Mr. Potter does an effective job of 
showing that such an attitude is unnecessary and apt to 
be quite costly. He states that this is “ .. . one of the 
few taxes that can be lowered by the business man with 
comparative ease.” This book is intended to show just 
what the employer can do to reduce his tax and keep it 
at a minimum. 

The introduction and the first five chapters are de- 
voted to exploding some of the myths surrounding un- 
employment compensation, relating the background 
and purpose of the law, explaining how the law oper- 
ates, and pointing out the employer’s rights under the 
law. The relationship between the state and federal laws 
is explained as well as the actual operation of the law as 


it concerns the employer. The four methods of calculat- 
ing merit experience rating are illustrated. and their 
advantages or disadvantages to the employer are ex- 
plained. The four formulae are the reserve-ratio, the 
benefit-ratio, the benefit-wage, and the payroll-varia- 
tion. One or the other of these is used by forty-five of 
the states with the other three states using a slight modi- 
fication of some one of these. The book throughout is 
intended for general use and has almost no references to 
the specific law of any particular state. 

Eleven chapters are devoted to reducing the tax, 
It is logical that only one paragraph be spent on the 
one obvious method—that of maintaining stable em- 
ployment. Nearly all employers recognize the over-all 
advantages of this and therefor Mr. Potter directs his 
efforts toward lesser known methods. A few of these 
methods are aimed at developing and maintaining good 
relations with the department that administers the 
unemployment compensation law, but most of them 
are methods by which the amounts of compensation 
charged to the employer’s reserve account can be 
minimized. As Potter points out, ‘““Every penny that is 
paid to an ex-employee of your firm in unemployment 
compensation has to be made up by your firm.” The 
information to be secured, the records to be kept, and 
the steps to be followed are detailed for each of the three 
types of separation: the voluntary quit, the discharge, 
and the lay-off for lack of work. The employer’s protest 
procedures are explained through all stages of a case, 
and it is shown that in nearly all such cases the employer 
can handle the matter himself without legal assistance. 
Sample protest letters are presented for both quit and 
discharge situations. 

The book is brief—it can be read in its entirety in 
three hours— but contains much valuable and apparent- 
ly little known information. It does not dwell on the 
merits or evils of unemployment compensation taxes, 
but explains the law as it now stands including the 1954 
changes. It is intended primarily for employers, both 
large and small, but should be quite worthwhile to 
accounting practitioners as well. 

Donatp H. SKADDEN 
Instructor in Accountancy 
University of Tiinois 
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